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1954 Code resolves many practical problems 


in taxation of sickness, accident benefits 


by JosepH L. SELIGMAN, JR. 


Taxation of sickness or accident benefits is vastly clarified by the 1954 Code, though'some will 


criticize it on theoretical grounds. Considering the confusion existing prior to 1954 (outlined 


here), Sections 104, 105, and 106 of the new Code provide relative clarity and equity. This 


is a thorough analysis of how the new Code works, how it got that way and problems still 


unanswered under it which will probably have to be litigated. For background, see page 328 


~ 1954 copE provisions covering taxability of sick- 
ness benefits are, while not a spectacular achieve- 
ment, at least a substantial step forward. 

Among the important improvements are the elimi- 
nation of the unfair distinction which existed under 
the 1939 Code between the receipt of insured and 
uninsured benefits, and the addition of a limited ex- 
clusion from tax of amounts received under salary- 
continuation plans. On the debit side should be 
noted the length and complexity of the applicable 
sections of the new Code and their failure to resolve 
some of the uncertainties that existed under old law. 

When the Ways and Means Committee sat down 
to rewrite Section 22(b)(5) of the 1939 Code for 
inclusion in the magnum opus that was to be the 1954 
Code, they faced a confused and highly complicated 
situation. Its primary concern was to eliminate the 
considerable and growing dissatisfaction with the old 
law's application to trusteed or self-administered sick- 
ness benefit plans created and financed, in part at 
least, by employer contributions. (The pre-1954-Code 
situation, important in understanding the new law, is 
explained on page 328. It is suggested that readers not 
familiar with the old law and the Commissioner’s in- 
terpretation and administration thereof may find it 
helpful in understanding what follows to read this 
background before proceeding with the present dis- 
cussion. ) 

To accomplish this, three new sections were drafted. 
All of the substantive provisions of old Section 


22(b)(5) were restated and included in new Section 
104, except that it was expressly made inapplicable 
to employer-financed sickness benefits, the taxation of 
which is now to be governed exclusively by Section 
105. Section 106 deals solely with the taxability of 
employer contributions, which was not directly 
covered under the 1939 Code. 


Exclusion of compensation under Section 104 


With only two minor changes by the Senate, the 
House version of Section 104 was enacted to exclude 
from gross income amounts received as compensation 
for personal injuries or sickness (1) under workmen's 
compensation, (2) as damages, (3) through accident 
or health insurance, and (4) as military pensions. 
Amounts received by an employee to the extent at- 
tributable to employer contributions or payments 
which are not includible in the employee's gross in- 
come are expressly excluded from Section 104(a) (3). 
As thus enacted, it was the clear intent of Congress 
that Section 104 should apply in exactly the same man- 
ner as old Section 22(b)(5) to all sickness benefits 
except those received by an employee under an em- 
ployer-financed plan. 


Prior Regulations probably applicable 


Although the final regulations have not yet been 
issued, the proposed regulations which were pub- 
lished in the Federal Register on March 24, 1955, make 
it clear that all the prior decisions and rulings are 
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still considered by the Service to be applicable except 
those dealing with employer-financed plans. Thus, 
while amounts received under a workmen’s compensa- 
tion act or a statute in the nature of workmen’s com- 
pensation continue to be excludible, the proposed 
regulations assert that voluntary payments in excess 
of workmen’s compensation and retirement benefits 
paid on account of age or length of service, even 
though occasioned by occupational injury’ or sickness, 
are not exempt.! Likewise, the exclusion of amounts 
received as damages is said not to apply unless pay- 
ment is received through prosecution, or settlement 
in lieu of prosecution, of a legal action based on “tort 


DY 


or tort-type rights.”? 


Insurance exclusion is complicated 


The insurance exclusion of Section 104(a)(3) is 
somewhat more complicated, for it applies to all 
“amounts received through accident or health insur- 
ance for personal injuries or sickness” which are not 
financed by the employer, but Section 105(e) defines 
such insurance for purposes of both Sections 104 and 
105 to include amounts received (1) “under an acci- 
dent or health plan for employees” and (2) “from a 
sickness and disability fund for employees maintained” 
under state or other law. Despite learned expressions 
of doubt, it would seem that this new provision, to- 
gether with the clear expression of Congressional in- 
tent in both the House and Senate reports, should put 
an end to any further controversy over the meaning 
of insurance.* The holding of the Epmeier case has 
for practical purposes become a part of the statute. 
Sickness benefits received under a plan financed en- 
tirely by employee contributions should now be ex- 
cludible without argument, even though the plan is 
trusteed.* Where sickness benefits are provided by joint 
employee and employer contributions, Section 
104(a)(3) applies to permit exclusion of that part 
which is not attributable to employer contributions. 


Possible pitfall: What is a “plan?” 


At least one writer questions the meaning of the 
word “plan” in Section 105(e) and concludes that 
it sheds considerable doubt on the entire efficacy of 
the new statutory provisions.® It is believed that fears 
on this score are more theoretical than real, for the 
Service in the proposed regulations makes it quite 
clear that a plan is any arrangement for the payment 
of sickness benefits to employees. It may cover one 


*This position is based directly on the cases and rulings 
cited on page 330. 

* Compare rulings cited on page 329. 

‘Compare “Taxation of Employee Accident and Health Plans 
Before and Under the 1954 Code” (64 Yale L. J. (1955) 
222, 230), with statements on page 15 of House Report 1337 
(83d Congress 2d Sess.) and page 15 of Senate Report 1622 
(83d Congress, 2d Sess. ) 

‘Cf. Rev. Rul. 54-2, CB 1954-1, 30. 

°64 Yale L. J. (1955), 222, 231. 

* Compare cases and rulings cited on page 330. 


or more employees, be insured or uninsured, written 
or unwritten. To qualify as a plan within the meaning 
of Section 105(e), the Service would require only 
that on the date the employee becomes sick or injured 
he has an enforceable right, or, if he does not have 
such a right, that he then had notice or reasonable 
access to knowledge, that he “was covered by a plan 
(or a program, policy, or custom having the effect 
of a plan) providing for the payment” of sickness 
benefits (Proposed Regs., Sec. 1.105-5). 

Lastly, the exclusion granted by Section 104(a) (4) 
to disability pensions received for active military serv- 
ice, and now service in the Coast and Geodetic Survey 
or the Public Health Service, is merely a re-enactment 
of the concept of the 1945 addition to Section 
22(b)(5). The proposed regulations reaffirm the for- 
mer doctrine that such a pension is not excludible 
under Section 104 to the extent that the disability 
retirement pay computed on the basis of years of serv- 
ice exceeds the amount computed with reference to 
the degree of disability.® 


Section 105—employee plans 

Having eliminated employer-financed sickness bene- 
fits from Section 104, the Ways and Means Committee 
sought in Section 105 to provide for their exclusion 
under a uniform rule “whether or not such amounts 
are funded through insurance.” (H. Regt. 1337, 83d 
Congress, 2d Sess., 1954, p. A 33.) In the House version, 
the troublesome “insurance” test was replaced by 
the qualification criteria originally designed for pen- 
sion and profit-sharing plans, most basic of which are 
the requirements that the plan must be for the exclu- 
sive benefit of participating employees and may not 
discriminate in favor of the highly paid. The Senate 
eliminated this qualified-plans concept as being im- 
practical and reverted to the “accident or health in- 
surance” language of old Section 22(b)(5), but with 
the important addition, above noted, of an express 
definition of such insurance in Section 105(e). 

As finally enacted, Section 105 starts with the basic 
premise in subsection (a) that all employer-financed 
benefits received by an employee “through accident 
or health insurance” (as newly defined in subsection 
(e)) are taxable to the employee “except as otherwise 
provided in this section.” The next two subsections, 
like their counterparts in Section 104, grant specific 
exclusion to such benefits if paid to the employee as 
reimbursement for medical expenses or as compensa- 
tion for permanent disability of either the employee, 
his spouse, or one of his dependents. Because there is 
no dollar limit on the amount excludible under either 
of these subsections, Congress was careful to insure 
that they would not apply to payments received under 
wage continuation plans which are expressly and ex- 
clusively covered in Section 105(d). Thus, benefits 
are excludible under Section 105(b) only if “paid 
specifically to reimburse the taxpayer for expenses in- 
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curred by him for the prescribed medical care” (Pro- 
posed Regs., Sec. 1.105-2). 
for permanent disab‘lity is excludible under Section 


Likewise, compensation 


105(c) whether paid in a lump sum or in installments 
if “computed with reference to the nature of the in- 
jury without regard to the period the employee is 
absent from work” (Proposed Regs., Sec. 1.105-3, par. 
36, 160; IRC, Sec. 105(c) (2) ). Loss of use or disfigure- 
ment is considered permanent under the proposed 
regulations if it may reasonably be expected to con- 
tinue for life. 


Wage continuation plans 


Perhaps the most far-reaching and certainly the 
most complex provision of Section 105 is subsection 
(d) which grants a limited exclusion of benefits re- 
ceived under so-called wage-continuation plans. Un- 
der old Section 22(b)(5) such benefits were excludi- 
ble in full if the plan was insured, but not otherwise,’ 
and many, if not most, of these plans are neither in- 
sured nor trusteed in the popular sense. The employer 
generally pays the benefits out of the till as they become 
due. Although Congress was determined to eliminate 
the distinction between insured and noninsured sick- 
ness benefits plans of all types, the peculiar nature 
of wage-continuation plans presented special problems. 


Purpose of sick-leave plan 

The basic function of a sick-leave plan is protection 
against loss of income resulting from enforced absence 
due to illness or accident. This is accomplished by 
the continuation of full or partial wages or salary dur- 
ing all or part of such absence. While the percentage 
of wages that will be continued and the maximum 
period during which benefits will be paid are fre- 
quently described in a written plan distributed to 
employees and often depend on and vary with length 
of prior service, there is nothing which prevents the 
employer from increasing the amount or duration of 
the benefit in any particular case. Benefits paid under 
medical reimbursement plans are measured by the 
expenses actually incurred, while permanent disability 
compensation is measured by the degree of disability. 
The aggregate benefit in each case depends on objec- 
tive facts which cannot readily be manipulated by 
either employee or employer. But in sick-leave plans, 
the amount and duration of the benefits depend solely 
on the generosity of the employer and the integrity of 
the employee in returning to work as soon as he is 
able. In addition, while sick pay replaces lost income 
which would otherwise be taxable, medical-expense 


[Joseph L. Seligman holds an LL.B. from Yale, and 
has been an associate with the San Francisco law firm 
of Pillsbury, Madison & Sutro since 1945. He is presi- 
dent of the Western Pension Conference, and has testi- 
fied on the subject matter of this article before the 
Senate Finance Committee. ] 


reimbursement and disab‘lity compensation indemnify 
against loss which would otherwise be deductible. 


Prevention of tax-avoidance device 


In the light of these special considerations, it was 
felt necessary to circumscribe the exclusion granted 
sick-leave benefits in such a way that it would not be- 
come a tax loophole for the executive nor an induce- 
ment to malinger. Policy d'ctated a limited exclusion 
so that it would never be moze profitable to feign sick- 
ness than to work. 

To achieve this, the House version would have per- 
mitted an exclusion of not more than $100 per week of 
benefits if, but only if, paid under a “qualified” plan. 
Exclusion was denied to benefits attributable to a 
prescribed waiting period unless the absence resulted 
from injury. This approach would certainly have pre- 
vented the possible abuses, for to be qualified a plan 
must be communicated to employees, definite in its 
provisions, and nondiscriminatory in its benefits and 
application. However, the practical and legal objec- 
tions presented at the Senate Finance Committee hear- 
ings on HR 8300 made it clear that the automatic 
qualification rules in the House version of Section 401 
dealing with “qualified” pension and _ profit-sharing 
plans were utterly unworkable and had to be discarded 
pending further study. Likewise, it was urged at these 
hearings that a waiting period was not necessary to 
prevent malingering. The policy objectives could be 
reached merely by denying exclusion to benefits paid 
during the first few days of absence due to illness. 


Safeguards finally enacted 


As finally enacted, Section 105(d) permits the ex- 
clusion of employer-financed benefits not to exceed a 
weekly rate of $100 if paid as wages or in lieu of wages 
during periods of absence from work on account of 
personal injuries or sickness.* To discourage malinger- 
ing, the benefits attributable to the first seven days of 
absence “on account of sickness” may not be excluded 
unless the employee is hospitalized “for at least one 
day” during the period of absence. It is not necessary 
that hospitalization occur during the first seven days 
nor that it be caused by the original sickness. One day 
of hospitalization for any sickness at any time during 
the period of absence is sufficient to render the seven- 
day limitation inapplicable.° 

Where the absence is on account of personal injury, 
the seven-day limit does not apply and hospitalization 
is not material. To prevent abuse of this distinction, 
the proposed regulations carefully restrict the mean- 
ing of personal injury. It is defined as “physical harm 
which is caused by violent means” while sickness is 
broadly defined to include “all bodily infirmities and 
disorders other than ‘personal injuries.’”!° The use of 
the term “violent means” is unfortunate, for in every- 
day speech it does not include many accidental but 
nonviolent causes of injury and death, such as as- 
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phyxiation, drowning, electric shock, contact with or 
consumption of irritating, toxic, or poisonous sub- 
stances, blood poisoning and infection, and many 
'! Congress obviously intended the term “per- 
sonal injuries” to have the same meaning in Section 
105(d) as it has in workmen’s compensation and 
accident insurance cases,'* and it is to be hoped that 
the final regulations will adopt a more liberal and 
commonplace definition. i 


others. 


Factual determinations may not be difficult 


Much has been said about the practical difficulties 
of making the required factual determinations under 
Section 105(d). Depending on the type of plan in- 
volved, it may be necessary to determine the amount of 
sick-leave pay attributable to a specific period of ab- 
sence or the amount attributable to employer con- 
tributions or the amount in excess of a weekly rate of 
$100. For example, if an employee receiving $70 per 
week is absent because of injury for four days from 
Friday through Monday but receives full pay for both 
weeks, his tax-exempt sick pay under Section 105(d) 
will be $40 ($10 per day for four days) or $28 ($14 
per day for two working days), depending on whether 
his weekly benefits are based on five working days or 
seven calendar days. The proposed regulations make 
the reasonable assumption that sick pay is paid only 
for the normal work week and that no part thereof will 
be attributed to days not normally worked, unless the 
contract of employment provides to the contrary ( Pro- 
posed Regs., Sec. 1.105-4(b)). Assuming the same 
facts, except that the employee's regular wage is $140 
per week, does the $100 weekly rate limit the exclu- 
sion to $40 (two working days each at one-fifth of 
$100) or $56 (two working days each at one-fifth of 
$140)? Here the proposed regulations say that the 
exclusion is limited to $40, but some argue that $56 
is excludible.’* If the benefits are not based on a 
weekly period, the proposed regulations properly 
require that the annual rate be computed and the 
weekly rate determined by dividing the annual rate 


by 52. 


Both Sections 104 & 105 may apply in one case 


Where payments are made under a plan financed en- 
tirely by the employer, only Section 105 applies, but if 


See page 330, f.n. 43. 

‘Thus, pay received by members of the Armed Forces and 
government employees while absent from duty because of sick- 
ness or injury are excludible even though the payments may be 
charged to annual leave on the records of the employing 
agency (Rev. Rul. 55-245, IRB 55-18-6 and Rev. Rul. 55-85, 
IRB 55-7-7 ). Conversely, absence due to illness of a member of 
the family or required by a quarantine is not within the purview 
of Section 105(d) even though the employer charges the ab- 
sence to sick leave (Rev. Rul. 55-283, IRB 55-20-8). 
‘Hospitalization means confinement in a hospital as a bed 
patient for at least one hospital day under Section 1.105- 
4(c)(3) of the proposed regulations (CCH IRC Serv., par. 
36,160; but see 41 ABA Jour. (1955) 615). 

® Proposed Regs., Sec. 1.105-4(c)(1), CCH IRC Serv., par. 
36,160. Despite the broad definition of sickness, the Service 


ns ' 


the plan is contributory, the portion of the benefits at- 
tributable to employer contributions must be ascer- 
tained. Only this part is excludible under Section 105, 
even though the balance may be excludible under dec- 
tion 104. Exact allocation is not possible unless the plan 
is funded by individual insurance contracts. Anticipat- 
ing some of the practical difficulties of this determina- 
tion in group plans, the proposed regulations establish 
arbitrary methods of allocation which appear reason- 
able and equitable. The ratio of the employer’s net 
premiums to the total employer and employee net 
premiums for the past three plan years is to be used 
as the proportion of the benefit that is considered to 
be attributable to employer contributions (Proposed 
Regs., Sec. 1.105-4(a)). Although this portion is the 
only amount excludible under Section 105 either as 
medical expense reimbursement, compensation for per- 
manent disability, or sick leave, as the case may be, 
this proration should not affect the total amount ex- 
cludible under both Section 104 and Section 105 unless 
the seven-day waiting period or the $100 weekly rate 
limit of Section 105(d) is applicable. 


Benefits from two or more plans 


Further complications are introduced where an em- 
ployee receives benefits under more than one wage 
continuation plan for the same period of absence. The 
$100 weekly rate limit is properly applicable to the 
sum of the weekly rates provided by employer con- 
tributions separately determined under each plan. 
However, the actual computation may well be trouble- 
some in specific cases. Since the weekly disability pay- 
ments under workmen’s compensation are not paid as 
wages or in lieu of wages, these payments are ex- 
cludible under Section 104 even though financed en- 
tirely by the employer and do not reduce the $100 
weekly rate limit otherwise available under Section 
105(d). Part or all of the payment under a typical 
supplementary excess plan may thus be excludible. 


One major difference may lead to litigation 


While each of these areas of possible doubt may be 
the source of future controversy between the Service 
and an individual taxpayer, the amount of disputed 
tax in any individual case will seldom, if ever, be 
sufficient to justify the expense of litigation. As a re- 


recently ruled that it does not include pregnancy, although 
sick leave paid for absence due to sickness caused by preg- 
nancy will apparently qualify under Section 105(d) (Rev. Rul. 
55-263, IRB 55-18-6 and see CCH comment at par. 37,157, 
CCH IRC Serv.). While this distinction will be hard to apply, 
one cannot quarrel with the basic premise that pregnancy is 
not sickness, unless with tongue in Beers we were to urge that 
pregnancy is a bodily infirmity or disorder and must therefore 
be sickness under the Service’s definition unless caused by 
violent means. 

“In the technical language of insurance contracts, the term 
“violent means” has been held to include many of these causes 
which are not ordinarily considered violent (See Cooley’s 
Briefs on Insurance (2d Ed.), Vol. 6, p. 5251). 

2 See Words and Phrases (Perm. Ed.), Vol. 32, p. 296. 

4] A.B.A. Jour. (1955), 614, supra. 
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sult, most of the final answers may be expected to come 
from the regulations and subsequent rulings issued by 
the Service. 

There is, however, one exception to this generaliza- 
tion, which is already the subject of considerable dis- 
cussion. Although the statutory language did not 
specifically eliminate from the scope of Section 105(d ) 
payments to a disabled employee from a retirement 
plan qualified under Section 401(a), the proposed 
regulations assert that Section 105(d) applies only to 
benefits paid “for temporary periods of absence from 
work due to personal injuries or sickness. Thus, 
amounts paid to retired employees co not constitute 
wages or payments in lieu of wages for purposes of 
Section 105(d): The manner in which a temporary 
period of absence is reflected on the records of the 
employer, however, shall not be determinative of the 
right of an employee to the benefit of the exclusion 
provided under this section.”"* 

Admittedly, Section 105(d) was not intended to 
apply to retirement benefits based on age or length 
of service paid to a permanently retired employee 
under a qualified retirement plan even though the 
retirement was accelerated by disability... On the 
other hand, where benefits are paid under such a plan 
to a disabled employee not yet retired or even eligible 
to retire on account of age or service, it is at least 
arguable that the absence from work is caused by ill- 
ness or accident and the benefits are paid in lieu of 
wages. If this is so, the more favorable tax treatment 
of Section 105(d) should apply instead of Sections 
402 and 403. That the Service contends to the contrary 
is not surprising, even though this contention is incon- 
sistent with its interpretation of the term “plan” as 
used in Section 105(e)!® and its ruling under the old 
law that “the exclusion of Section 22(b)(5) super- 
sedes the taxing provisions of Section 165(b).17 But 
even if these inconsistencies are not material, there is 
nothing in the statutory language or the Congressional 
reports to support the new concept of a “temporary 
period of absence” which is introduced in the pro- 
posed regulations. Unless the final regulations find a 
more defensible ground on which to deny the benefits 
of Section 105(d) to disability benefits paid prior to 
final retirement, the Service’s position appears suffi- 
ciently weak and the tax benefits sufficiently great to 
invite serious attack and eventually litigation. 


Employer contributions are tax exempt 


To complete the tax treatment of sickness benefits 
under the 1954 Code, it is only necessary to mention 
Section 106 briefly. It exempts from gross income 
“contributions by the employer to accident or health 
plans for compensation (through insurance or other- 
wise) to his employees for personal injuries or sick- 
ness.” Like its companion sections, it specifically elimi- 
nates the artificial distinction between insured and 
uninsured plans. In addition, Section 106 provides that 


the premiums paid by the employer on an individual 
policy of accident and health insurance, which for- 
merly were taxable to the employee, shall now be tax 
exempt. (S. Rept. 1622, 83d Cong., 2d Sess. p. 185. See 
n. 43.) Premiums paid by an employer on group 
policies always have been and still are exempt. 


Withholding chore is simplified 


The provisions of the Code requiring income-tax 
withholding by the employer on wages paid to em- 
ployees was introduced in 1943 to facilitate the pay- 
ment and collection of taxes. It is generally considered 
to be an effective, sure, and inexpensive way to collect 
tax. In broad outline, the employer, as a collection 
agent of the government, is required by Section 3402 
to withhold the approximate tax liability on all “wages” 
paid to an employee which are not specifically ex- 
empted by Section 3401, and has no authority to with- 
hold on payments which are not “wages.” Wages are 
loosely defined to include all remuneration for serv- 
ices performed by an employee for his employer.'* 

Under these general principles, any type of sickness 
benefit paid by an employer to an employee is subject 
to withholding unless it is excludible from the em- 
ployee’s taxable income.'® Prior to 1954, the duty to 
withhold depended on the excludibility of the benefit 
under old Section 22(b)(5).?° The taxability of bene- 
fits paid after 1953 is governed by Section 104 and 
Section 105 of the 1954 Code, even though the absence 
or hospitalization occurred in 1953.71 Because in most 
cases exclusion will be more easily and definitely 
determinable under these new sections, the number of 
withholding problems should rapidly diminish as the 
new law becomes thoroughly understood. 


Withholding under 105 (d) is more complicated 


The one notable exception to the simplification 
effected by the 1954 Code is the application of the 
withholding requirements to benefits paid under wage 
continuation plans, the taxability of which is deter- 
mined under Section 105(d). By statutory definition, 
such benefits “constitute wages or payments in lieu 
of wages.” They are therefore clearly subject to with- 
holding except to the extent excludible under Section 
105(d). By virtue of the $100 weekly rate limit, part of 
the benefits paid to an employee may be excludible 
and part taxable. By the same token, benefits paid 
for the first seven days of absence due to sickness may 
not be excludible when paid, but subsequent hospitali- 
zation of the employee will cause them, retroactively, 
to be excludible. These two limitations of the new law 
in particular pose difficult practical problems, espe- 
cially to the large employer whose recordkeeping ma- 
chines are not readily adaptable to the necessary indi- 
vidual computations and retroactive adjustments. 


Stop-gap regulations issued 





In recognition of these special difficulties and to 
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facilitate an orderly transition from the old law to the 
new, stop-gap regulations were issued applicable only 
to benefits received in 1954 and 1955.2? Under these 
regulations, which became final in March 1955, an 
employer is authorized but not required to exempt 
sickness benefits from withholding if they are excludi- 
ble under Section 105(d) and if the employer’s records 
are sufficient to establish the facts necessary to show 
the exclusion.*® An employer who does ‘not maintain 
the necessary records, or who for any other reason de- 
termines not to exempt such benefits from withholding, 
is implicitly authorized, indeed directed, by this regu- 
lation to withhold on all sickness benefits subject to 
Section 105(d) whether or not they are excludible in 
whole or in part. On the other hand, if such benefits 
are paid by one who is not the employer, i.e., an in- 
surance company, a trustee, or a state agency, with- 
holding is not required, although it is permitted, 
whether or not the benefits are taxable in whole or in 
part. 

Whereas the present rules applicable to 1954 and 
1955 are permissive, the proposed regulations recently 
announced to be effective after 1955 are mandatory. 
When Section 105(d) benefits are paid by the em- 
ployer after 1955, it is proposed that tax shall not be 
withheld on amounts excludible by the employee if 
the employer has reasonably reliable information to 
justify the exclusion, except that withholding will be 
required on that part of the benefit attributable to 
the first seven days of absence, even though such 
part may not be taxable to the employee by reason of 
absence due to injury or hospitalization. The portion 
of all such benefits paid by the employer which will 
be taxable to the employee will be subject to withhold- 
ing. To supplement these rules, the proposed regula- 
tions provide rather stringent and detailed recordkeep- 
ing requirements and set forth the statements to be 
made by the employer on Form W-2. 


Regulations withdrawn, new ones issued 


[New proposed regulations were issued by the IRS 
just as we go to press. For details of the new regula- 
tions see page 383. Mr. Seligman advises us that “The 
new proposed regulations would seem to differ from 
the original proposal principally in eliminating the 
requirement that the employer must withhold on sick- 
ness benefits attributable to the first seven days of 
absence. Indeed, the new proposal apparently retreats 
from the mandatory requirements of the original pro- 
posal and follows much more closely the permissive 
requirements of the regulations applicable to 1954 and 
1955.” Ed. ] 

Regardless of excludibility, wage-continuation pay- 
ments made to an employee after 1955 by one other 
than the employer are not subject to withholding, but 
the insurance company or trustee will be required to 
furnish the employer with a statement at the time of 
each payment giving the employee’s name, the amount 


— 


of benefit paid, and the period of absence to which it 


-is attributable. The proposed regulations should be 


consulted for the special rules provided if two wage- 
continuation plans are involved, one trusteed or in- 
sured and the other administered directly by the 
employer. 


Much added paperwork for employer 


Although these proposed regulations make some at- 
tempt to establish definite, workable rules, they impose 
considerable additional paperwork on the employer 
and to a lesser extent on any insurance company or 
trustee that may be a party to a wage-continuation 
plan. Inasmuch as the withholding provisions are not 
a tax in themselves but merely a collection device, one 
may wonder whether the additional recordkeeping is 
justifiable. There has been considerable opposition 
expressed to these requirements of the proposed regu- 
lations.** It is suggested that neither the employer nor 
the insurance company or trustee should be required to 
make the computations and maintain the records 
necessary to support an employee’s claim for exclusion 
under Section 105(d). Certainly Congress did not 
impose or even suggest the imposition of this burden 
on the employer or other entity paying the benefits. 
It is hoped that the final regulations will reverse this 
part of the proposed regulations and adopt a more 
practical approach even if it is arbitrary. Probably the 
most workable arrangement would require that all 
such benefits paid to an employee by his employer 
after 1955 should be subject to withholding without 
regard to their ultimate taxability to the employee. 
Conversely, a trustee or insurance company should 
not be required to furnish statements to the employer. 
The employee should be left in all cases to justify any 
exclusion he seeks to assert under Section 105(d).*5 
In practice, this approach would probably not add to 
the burdens of the Service, but even if it does, the 
Service should not seek to shift this burden to em- 


“ Proposed Regs., Sec. 1.105-4(a), CCH IRC Serv., par. 36,160 
[Underscoring supplied for emphasis]. 

‘* Compare cases and rulings cited above on page 330. 

© See page 323. 

* See page 330, f.n. 42. 

'* Although the administration of income-tax withholding is 
coordinated generally with the Federal Insurance Contribu- 
tions Act, there are substantial diferences. Payments may be 
wages for withholding purposes but not for Social Security 
tax purposes (Rev. Rul. 147, CB 1953-2, 301). 

” Compare Section 209(b) of the Social Security Act as 
amended which exempts from the definition of “wages” all 
sickness benefits and all contributions by an employer to pro- 
vide such benefits. 

” Rev. Rul. 54-2, IRB 1954-1-6; IT 3977, CB 1949-2, 92. 

* Rev. Rul. 55-366, IRB 1955-24-7. 

* Almost simultaneously with the publication of the econo 
regulations in September 1954, the Service ruled that employers 
could safely rely on them until the final regulations were issued 
(Rev. Rul. 54-440, CB 1954-2, 29). ; 

* Treasury Decision 6128 added subsection (i) to Regulations 
Section 406.207 re withholding and subsection (a)(4) to 
Regulations Section 406.607 re recordkeeping. 

* See comment in CCH IRC Serv., par. 37,219. 

* The Service has just published a form (IRS Form 2156) for 
use in the office audit examinations of sick pay exclusions (IR 
Mimeo. 55-62). 
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ployers, trustees, and insurance companies—at least 
without Congressional authority so to do. 


Evaluation of new law 

To those primarily concerned with the theory of 
taxation and its legal niceties, Sections 104, 105, and 
106 have created many disturbing inequalities and un- 
certainties. To the tax practitioner, the business exec- 
utive, and the man in the street concerned with the 
day-to-day application and administration of our tax 
laws, the new provisions are a decided improvement 
over old Section 22(b)(5). In the main, they are 
more definite, more equitable, and more readily appli- 
cable to the various types of sickness benefits in cur- 


rent use. Most of the sources of controversy under the 
old law have been removed, but some still remain 
and one or two new ones have been added. Many of 
these can, and we hope will, be resolved by appropri- 
ate regulations. A few troublesome controversies prob- 
ably will continue until solved by future judicial or 
Congressional action. 

On balance, the most valid criticism and the most 
distressing by-product of the new provision is the ad- 
ditional and very substantial amount of time and 
paperwork that will be required by all concerned. 
Unfortunately, the complexity of the Internal Revenue 
Code and the paperwork incident to its administration 
seem destined, like entropy, forever to increase. 


KFFECT OF THE PRE-1954 CONFUSION 


S‘ KNESS AND ACCIDENTS cost many billions of dollars 
every year. Some of this cost to individuals for- 
merly resulted in tax benefit to them, some did not. To 
provide protection against this economic distress has 
been and still is one of the most active aims of our 
society in its quest to provide economic security for 
its citizens. Government and industry have cooperated 
and often competed in providing a wide variety of 
compulsory and voluntary plans. Some form of in- 
demnification, often based on prepayment, is common 
to most. Originally, an individual's only right was to 
sue for the monetary loss directly resulting from sick- 
ness or injury caused by the negligent act of another 
person. A limited economic protection was thus made 
available where the tort action could be won and the 
judgment collected. 

With the industrial revolution came a growing 
awareness that the common-law negligence doctrine 
was not a satisfactory solution of the social and eco- 
nomic implications of occupational illness and injury. 
The principle of workmen’s compensation as we know 
it today first developed in continental Europe during 
the 19th century, in England in 1897, but it was not 
until 1911 that the first constitutional workmen’s com- 
pensation law was enacted in the United States.?* It is 
our oldest form of social insurance. In 1949, Mississippi 
had the doubtful distinction of being the last of the 48 
states to adopt such a law. 

About the turn of the century, governments began to 
formalize plans to provide free or prepaid medical 
care to their employees and pensions to disabled em- 
ployees. Employers experimented with programs to 
provide their employees and often their families with 
comparable benefits for nonindustrial sickness and ac- 
cidents. Many of such plans were insured, others 
trusteed or self-insured. Insurance companies ag- 
gresively sought this new business through the wide- 
spread sale of individual and group policies, some of 


which provided limited reimbursement of medical, 
hospital, and surgical expenses, others protection 
against loss of income. During the last several years, 
the so-called major medical plan has taken the spot- 
light because it provides the only real indemnification 
against the devastating expenses of a serious and 
protracted nonoccupational illness or injury. Unlike the 
conventional hospital-medical plan, a major medical 
plan is true insurance in that it gives substantial pro- 
tection against the large but infrequent loss and ex- 
cludes the frequent small expense which is as much 
a part of the everyday cost of living as food and cloth- 
ing. By so doing, protection is given where needed and 
a substantial part of the premium is not absorbed by 
the administrative cost of shuffling dollars. 

Today most Americans are indemnified against all 
or some part (but often only a small part) of the di- 
rect cost of their illness or injury. Many also have 
limited protection against loss of current income, but 
indirect expenses must still be borne by the individual. 


Taxation of sickness benefits under 1939 code 


It is within this framework that the applicable pro- 
visions of our federal income-tax law have developed. 
From the outset, it has been basic to our theory of in- 
come taxation that losses actually incurred during the 
year are deductible from gross income. Likewise, com- 
pensation for a loss “is not embraced in the general con- 
cept of the term ‘income.’”** Even if it were other- 
wise, it would be an idle act to require the inclusion 
of the reimbursement and permit the deduction of 
*° Workmen’s compensation laws of limited scope were enacted 
in Maryland in 1902, in Montana in 1909, and in New York in 
1910, but in each case were held unconstitutional by the state 
court. 

“IT 2420, CB VII-2, 123, involving an award by the Mixed 
Claims Commission for the loss of life on the Lusitania. See 
also Theodate Pope Riddle (1933) 27 BTA 1339, exempting a 
similar award for injuries sustained on the Lusitania, and 
Treasury Decision 2135, (1/23/15) exempting payments re- 
ceived from railroad as reimbursement for expenses of accident. 
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the loss. Such, however, was not the development of 
the medical-expense deduction and the reimburse- 
ment exclusion. 

In the early days of our income-tax law, expenses 
and losses resulting from accident or illness were 
treated as personal living costs and therefore not de- 
ductible, but certain types of reimbursement of such 
losses have been specifically exempt since 1918. It was 
not until 1942 that Congress granted a limited deduc- 
tion of medical expenses. No tax offset for income lost 
by reason of illness or accident is yet available. 

Section 231(b)(6) of the Revenue Act of 1918, 
codified in 1939 as Section 22(b)(5), specifically ex- 
empted the three types of medical expense reimburse- 
ment which were then most common, in language 
which remained unchanged until 1954. Military serv- 
ice disability pensions were added as a fourth class 
in 1942 along with an over-all limitation to prevent 
the future exclusion under Section 22(b)(5) of pay- 
ments received in reimbursement of expenses which 
had been deducted “in any prior year” as a medical 
expense under the new Section 23(x). As thus 
amended in 1942, Section 22(b)(5) exempts from 
gross income amounts received on account of per- 
sonal injuries or sickness (a) as damages “by suit or 
agreement,” (b) as compensation “under workmen’s 
compensation acts,” (c) as compensation “through ac- 
cident or health insurance,” and (d) “as a pension, 


annuity, or similar allowance for personal injuries or 
sickness resulting from active service in the armed 
forces of any country.” 


Occupational sickness benefits 


No dispute has arisen with respect to payments 
which are clearly in satisfaction of a tort liability or 
pursuant to the typical state workmen’s compensation 
law. Considerable controversy has been engendered, 
however, by voluntary employer plans designed as a 
substitute for or supplement to the benefits to which an 
employee might be legally entitled as a result of occu- 
pation injury or sickness. There are, for instance, em- 
ployer-sponsored plans under which the employee may 
elect the plan benefits in lieu of prosecuting his legal 
rights. By providing somewhat higher benefits, em- 
ployers seek to make it attractive to employees to 
forego the expense and uncertainties of lawsuits and 
compensation claims. Other plans, often referred to as 
“differential,” “excess,” or “supplementary” plans, 
are designed to provide the difference between the 
statutory weekly benefit and the employee's regular 
salary. 


Commissioner changes his mind 

In 1939, Income Tax Ruling 5306 (CB 1939-2, 149) 
expressed the rather liberal view, reiterated in a 
Special Ruling in 1945 (3/3/45, 51-5 CCH Fed. Tax. 
Serv., par. 6243), that excess benefits paid under an 
ocecupational-disability plan were exempt as damages 


received by agreement if the employee's acceptance 
of the plan benefits operated as a waiver of all legal 
claims he might assert against the employer. Without 
too much regard for that statutory language, the 1945 
ruling stated: 

“Accident or sickness benefits received by employees 
of a concern in addition to the amount received under 
an award of the Workmen’s Compensation Board are 
considered to be within the purview of Section 
22(b)(5) of the Code inasmuch as such sums are 
received for injuries or sickness which arise out of and 
in the course of the employment.” 

This principle was specifically reaffirmed in a letter 
dated November 29, 1951, signed by the Deputy 
Commissioner and prepared by the Head of the With- 
holding Branch (Special Ruling (11/29/51) 51-5 CCH 
Fed. Tax Serv., par. 6285). Only twenty days later, 
however, the same Deputy Commissioner signed an 
information release prepared by the Income Tax Divi- 
sion in which it was asserted that all payments by an 
employer to an employee on account of illness or 
injury, whether occupational or nonoccupational, were 
includible in the employee’s gross income, unless they 
were paid (a) “pursuant to a workmen’s compensa- 
tion law;” (b) under a plan or arrangement which con- 
stitutes a contract of insurance as determined by the 
Bureau;” or (c) as “damages” (IT Info. No. 4 
(12/19/51), 52-5 CCH Fed. Tax Serv., par. 6051). 
Apparently, excess payments were now to be con- 
sidered taxable unless paid under an _ insurance 
contract. 

Coming as it did without any prior warning, the 
Commissioner's about-face caused consternation and 
confusion among the many employers having: differ- 





WHY TAX BENEFIT FOR COMPENSATION? 


Every illness and every injury involves an ex- 
pense and/or loss, which in any individual case 
will comprise one or more of the following 
elements: 

1. Expenses of medical care, such as hospital 
and doctor bills and the like. 

2. Indirect expenses resulting from temporary 
or permanent physical or mental incapacity, 
such as the employment of a housekeeper or a 
nurse for children, travel to more favorable cli- 
mate, installation of home elevators, and the like. 
3. Loss of current earnings due to absence from 
work. 

4. Reduction of future earning power due to 
loss (or loss of use) of some member or function 
of the body or disfigurement. 

Here we use sickness benefits in the broad 
sense to include all forms of payment received 
in full or partial reimbursement of any of the 
foregoing. 
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ential plans. Little comfort was derived from the 
obvious fact that within the Bureau itself the right 
hand (income tax) did not know what the left hand 
(withholding ) was doing. Any hope that a more liberal 
interpretation would eventually prevail was dispelled 
early in 1953 by Revenue Ruling 103 (CB 1953-1, 20, 
23). It specifically revoked Income Tax Ruling 3306 
with respect to payments received after August 1, 
1953, and asserted that thereafter: 

“... payments, in excess of workmen’s compensation 
under a differential payments plan which is not in it- 
self a plan of accident or health insurance within the 
purview of Section 22(b)(5) of the Internal Revenue 
Code, and which are not paid pursuant to a court- 
according to state 
statute, is in lieu of workmen’s compensation, are in- 
cludible in the gross income of the recipient and are 
subject to withholding of income tax at the sources 
on wages under Section 1622 of the Code unless such 
payments are made by the employer as damages for 
personal injuries or sickness under an agreement in 
satisfaction of a tort or tort-type liability other than a 
liability under a workmen’s compensation act.” 

Another source of considerable difficulty under the 
workmen’s compensation exemption involved state 
and municipal plans designed to provide pensions to 
their employees, especially policemen and firemen, dis- 


sanctioned agreement which, 


abled in the line of duty. Insurance in the usual sense 
in not involved. Where the authorizing statute or 
ordinance implied a legislative intent to provide such 
benefits in lieu of workmen’s compensation the courts 
and finally the Commissioner have granted exemp- 
5 if, but only if, the pension was in fact payable 
by reason of the employee's retirement for disability 


tion,” 


** IT 3877, CB 1947-2, 15 (New York City firemen and police- 
men); IT 3917, CB 1948-2, 10 (Nevada employee); IT 3977, 
CB 1949-2, 92 (seamen). 

” William L. Neill (1951) 17 TC 105; acq. (Baltimore police- 
men); Frye v. United States (DDC 1947) 72 F. Supp. 405 
(District of Columbia firemen and policemen); IT 3281, CB 
1939-1, 97; cf. IT 3428, CB 1940-2, 60. 

"Glen E. Blackburn (1950) 15 TC 336 (California highway 
patrol ). 

“W. W. Davenport et al. (1950) 9 TCM 88, CCH Dec. 
17,483(M). 

*2 Simms v. Commissioner of Internal Revenue (App. D.C. 
1952) 196 F.2d 238 (District of Columbia employee); George 
E. Murphy (1953) 20 TC 746 ( Massachusetts official ). 

* Waller v. United States (App. D.C. 1939) 180 F.2d 194 
(U.S. Public Health employee); Rev. Rul. 269, CB 1953-2, 16; 
IT 3428, CB 1940-2, 60. 

“TT 2456, CB VIII-1, 67; IT 2660, CB XI-2, 21; Mim. 4411, 
(CB XV-1, 497; IT 2779, CB XIII-1, 37. 

* Sol.Op. 97, CB 1944, 79. 

“TIT 4088, CB 1952-2, 72; IT 3641, 1944, 70; IT 2655, CB 
XI-2, 19. 

* H, N. Henry (1942) 47 BTA 149. The court refused to accept 
the taxpayer’s argument that the pension paid him by Canada 
in 1937 and 1939 for wartime injuries incurred while serving 
in the Canadian Army was in all respects similar to tax-exempt 
pensions paid by the United States. 

SIT 3817, 1946-2, 34. 

* Marshall Sherman Scarce (1951) 17 TC 830 (Navy enlisted 
man); Elmer D. Pangburn (1949) 13 TC 169 (Army officer); 
Rev. Rul. 256, CB 1953-2, 13. But see Prince v. United States 
(Ct. Cl. 1954) 119 F.Supp. 421, where Court of Claims refused 
to follow the Pangburn and Scarce cases and held the pension 
exempt even though based on years of service, because the 


incurred in line of duty.?® However, if the benefits are 
merely sick leave under the authorizing statute,*° 
or if the retirement was for age or service,*! exemp- 
tion under Section 22(b)(5) has been denied, even 
though the employee might have been eligible for a 
disability pension** and even though his normal age 
or service retirement was accelerated by disability.** 

Factually similar to the state disability pensions are 
the government pensions granted for disability in- 
curred in military service. Before 1942, the taxability 
of such military disability benefits turned on the pro- 
visions of the authorizing statute** and sometimes on 
specific provisions of certain pre-1939 revenue acts.** 
If the law authorizing the pension granted exemption 
from tax, Section 22(b)(5) did not take it away;** but 
if not, it was often taxable.?7 Since the 1942 amend- 
ment, the exemption of military disability pensions 
has not been attacked by the Commissioner** except 
as in the state employee cases where the pension was 
actually based on a retirement for age or service rather 
than for physical disability.*® 


Nonoccupational sickness benefits 


Of all the areas of dispute arising under Section 
22(b)(5), the most far-reaching centered on the 
meaning of the statutory exemption granted to amounts 
received “through accident or health insurance.” This 
is the only language in the section that is applicable to 
benefits paid by the many types of voluntary medical 
reimbursement and salary continuation plans that are 
so prevalent today. Because most early medical reim- 
bursement plans were insured, and perhaps also in 
part because of the interest and influence of the in- 
surance industry, it is not surprising that the original 


officer could have obtained the same amount based on disability 
if he had requested it. 

“The corporation carried an accident and health policy on an 
employee in whom it had an insurable interest. Amounts re- 
ceived by the corporation under the policy were held exempt 
under Section 22(b)(5) (Castner Garage, Ltd. (1940) 48 
BTA 1 (acq.)). However, where the corporation obtained 
such a policy by assignment or purchase to secure a loan, 
amounts Sielived by the corporation constituted a return on 
its investment and were not exempt under Section 22(b)(5) 
(Peoples Finance & Thrift Co. v. Commissioner of Internal 
Revenue (5 Cir. 1950) 184 F.2d 836). 

“ Estate of Wong Wing Non (1952) 18 TC 205. 

” Rev. Rul. 269, CB 1953-2, 16, 18 (Illinois teachers ). 

“ Rev. Rul. 55-331. Although premiums paid by an employee 
for hospital-medical insurance were deductible as medical ex- 
penses under Section 23(x), similar premiums paid for disability 
insurance (loss of income) were not (Rev. Rul. 19, CB 19531-1, 
59). Likewise, premiums paid by an employer under a group 
accident and health policy are not toni to the employees 
(Special Ruling (Oct. 26, 1943) 43-3 CCH Fed. Tax Serv., 
par. 6587), but the employee receives taxable income if his 
employer pays the premium on an individual policy belonging 
to the employee (Rev. Rul. 210, CB 1953-2, 114). 

“ Rev. Rul. 264, IRB 1955-19-8. 

“Income Tax Ruling 3738 (CB 1945-1, 90) held that sickness 
benefits paid by early union welfare plan were taxable because 
“No employee has any individual right, title, interest, or claim 
on his employer, his employer’s contributions or the fund.” 
But Income Tax Ruling 3928 (CB 1948-2, 9) held that loss of 
income benefits paid by a voluntary employees’ association with 
employee and matching employer contributions were exempt 
as insurance because there was both a binding obligation and 
a separate fund, even though the ruling could have based its 
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statutory exemption of voluntary plans spoke only in 
terms of “insurance.” 

This language clearly exempted benefits received 
under a typical individual or group hospital and medi- 
cal insurance contract as well as under the newer Blue 
Shield and Blue Cross programs, even when received 
by a corporation.*® Apparently it also exempted dis- 
ability benefits paid under a life insurance policy,*" 
and temporary, but not permanent, disability benefits 
paid under a qualified retirement plan on the ground 
that “the exclusion of Section 22(b)(5) supersedes 
the taxing provisions of Section 165(b).”*? Likewise 
exempt were insured benefits received under loss-of- 
income policies,** but not those received under pro- 
fessional overhead-expense disability policies.** While 
the logic of such distinctions is perhaps more theoreti- 
cal than reasonable, the IRS asserts that the former is 
and the latter is not “within the purview of compensa- 
tion for personal sickness or injury” within the mean- 
ing of Section 22(b)(5). 


Uninsured plans 


Where an ordinary contract of insurance was not 
involved, and in recent years this has become in- 
creasingly common, the Commissioner was presented 
with a difficult choice. Assuming two salary continua- 
tion plans identical in all respects except that one is in- 
sured and the other is not, there is little, if any, factual 
basis on which to exempt the benefits paid by the one 
and tax the benefits paid by the other. The first ruling, 
GCM 23511, CB 1943-1, 86, published in 1943, held 
that benefits paid by an employer under a self- 
administered nonindustrial sickness plan was taxable 
because there was no plan of insurance. Income Tax 


conclusion on its finding that the association was an insurance 
company for federal income-tax purposes under Section 29. 
37927 of Regulations 111. 

“IT 4000, CB 1950-1, 21; IT 4015, CB 1950-1, 23; IT 4060, 
CB 1951-2, 11. Voluntary, uninsured, private plans approved 
under the California law were found to constitute a contract of 
insurance. It was a contract because the employee had definite 
rights and the employer had definite obligations. It was insur- 
ance because it assured each eligible employee fixed compensa- 
tion for a fixed period in the event of absence due to accident 
or sickness. “Such assurance is the basic function of an insurance 
contract. 

Seeking to avoid controversy as to the meaning of insurance, 
at least one employer claimed that nonoccupational disability 
benefits paid pursuant to New York law were exempt as work- 
men’s compensation. The Service ruled that siceulions of the 
state statutory language, they were “not received under work- 
men’s compensation acts” within the meaning of Section 
22(b)(5) (Rev. Rul. 257, CB 1953-2, 15). 

“Compare Rev. Rul. 208, CB 1953-2, 102 and Rev. Rul. 209, 
CB 1953-2, 104 with Rev. Rul. 269, CB 1953-2, 16 and Rev. 
Rul. 514, IRB 54-1-5. 

” Epmeier v. United States (7 Cir. 1952) 199 F.2d 508. In 
1945 the taxpayer received nonoccupational sickness benefits 
from his employer, a life insurance company, under a plan 
designed to provide free sickness and death benefits to all 
eligible employees who passed the required medical examina- 
tion. The plan provided benefits in the form of salary con- 
tinuation for a specified period varying with the employee’s 
length of service. If disability continued beyond the covered 
period, the employee was dropped from the payroll and no 
further benefits were paid. The provisions of the plan were 
communicated to employees in a typical company booklet. No 
formal insurance contract was involved. 


Ruling 3306, issued in 1939 and revoked in 1953, was 


_ distinguished in 1943 on the ground that since the plan 


there involved required an election by the employees, 
the occupational disability benefits were exempt not 
as insurance but as damages by agreement. 

Had GCM 23511 flatly asserted that the word “in- 
surance” in Section 22(b)(5) meant only a contract of 
insurance issued by a recognized insurance carrier, 
or if its ultimate conclusion had been based on the 
classical or popular definition of insurance, the battle 
lines would have been clearly drawn in 1943. It could, 
on the other hand, have conceded the exclusion of 
such benefits as analogous to insured benefits, much as 
the Bureau was then granting exemption to firemen’s 
disability pensions and excess payments under occupa- 
tional disability plans on the ground that they were 
analogous to workmen’s compensation or “arose out 
of” employment. Certainly there was no difference to 
the employee whether the benefits were received from 
an insurance company, a separate trust fund, or di- 
rectly from his employer. Eschewing either extreme, 
GCM 23511 reasoned that the existence or nonexist- 
ence of a plan of insurance would be determined by 
the Bureau on the facts of each case. Without giving 
any clear indication of which facts were determinative, 
the ruling suggested that employee contributions, en- 
forceable rights and obligations, determinable benefits 
based on the degree of disability rather than length of 
service and amount of salary, and a separate fund, 
were all material factors to be considered. 

The seeds of confusion for much of the controversy 
that was to follow thus were firmly planted. The door 
was left open, inferentially at least, to the employee 
who could show that his benefits were received under 
a plan containing one or more of the factual elements 
that were found missing in GCM 23511.*° Confusion 
was compounded when the Bureau first ruled in 1950 
that uninsured approved plans under the New Jersey, 
California, and New York nonindustrial disability pro- 
grams were exempt as a form of insurance “which 
meets the requirements of Section 22(b)(5),”4* and 
then quickly “modified,” or, more accurately, reversed 
its position in Income Tax Ruling 4107, CB 1952-2, 73. 
On second thought, but only as to payments received 
after 1952, the Bureau held that these state-approved 
plans did not involve a plan of insurance‘? because 
benefits were not paid from a separate fund or by an 
insurance carrier. Several supplemental rulings pub- 
lished in 1953 and 1954 to explain Income Tax Ruling 
4107 made no attempt to fix any determinative cri- 
teria.** About the most that can be culled from these 
rulings is that establishment of a plan pursuant to 
state law does not of itself “transform it into a plan of 
insurance” and “Something more than a contract or 
statutory obligation is required.” 

While these rulings were being issued with more 
frequency than logic, the Epmeier case*® was being 
carried through the courts to furnish the first authorita- 
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tive judicial interpretation of the meaning of “insur- 
ance” in Section 22(b)(5). In reversing the district 
court, the Seventh Circuit Court noted that the em- 
ployer was authorized to write and did in fact sell 
disability insurance, but its well-reasoned conclusion 
was not based on this distinguishing fact. In an obvious 
attempt to make its decision applicable to all such 
plans without regard to the nature of the employer's 
business, the court held that the benefits were excludi- 
ble as insurance under Section 22(b)(5) because 
(pp. 509-511): 

“Insurance, of ancient origin, involves a contract, 
whereby, for an adequate consideration, one party 
undertakes to indemnify another against loss arising 
from certain specified contingencies or perils. Funda- 
mentally and shortly, it is contractual security against 
possible anticipated loss. Risk is essential and, equally 
so, a shifting of its incidence from one to another. 

[authorities cited] 

. “the fact that there is no formal contract of insur- 
ance is immaterial, if it is clear, as here, that, for an 
adequate consideration, the company has agreed and 
"BIR Release (Mar. 26, 1953) 53-5 CCH Fed. Tax Serv., 
par. 6136. 

Since the Epmeie decision, two lower courts have dealt with 
the insurance exemption of Section 22(b)(5) and in each case 
have completely followed the Epmeier decision. The first in- 
volved a plan that had little resemblance to insurance in that 
there was no separate trust or fund or even bookkeeping reserves 
and the employee did not contribute. The employer paid the 
benefits out of the till as they occurred. Nevertheless, on the 
authority of the Epmeier case, the court held the benefits were 
excludible as insurance (Haynes et al. v. U.S., 55-5 CCH Fed. 
Tax Serv., par. 9231). Very recently sickness benefits paid under 
the American Telephone and Telegraph plan were held to be 
excludible under Section 22(b)(5) as amounts received through 
insurance, although no insurance in the popular sense was in- 
volved (Herbkersman et al. v. U.S., 55-2 CCH Fed. Tax Serv., 
par. 9623). 


has become liable to pay and has paid sickness bene- 
fits based upon a reasonable plan of protection of its 
employees.” 

This enlightened and realistic interpretation of the 
meaning of insurance as used in Section 22(b) (5), if 
it had been accepted by the Bureau, would have re- 
moved the inequity of taxing benefits paid by the 
employer or a trustee and exempting those paid by an 
insurance carrier, and would have eliminated much 
of the confusion created by the Bureau’s persistent 
preoccupation with the legally irrelevant details of 
each plan. Unfortunately, however, the Bureau shortly 
announced its refusal to accept the Seventh Circuit's 
reasoning,” and the beneficial effect of the decision 
was thus sharply curtailed. Many employers were 
reluctant to place full reliance on its clear holding for 
fear that another court might distinguish it because 
Epmeier’s employer was itself an insurance company.*! 

The Bureau's refusal to accept the Epmeier doctrine 
might have been justified if the court’s interpretation 
had been contrary to an established definite Bureau 
policy that was operating satisfactorily and equitably. 
But such was not the case. That the Bureau had no 
explicit policy is perhaps best evidenced by the fact 
that neither Treasury Regulation 111 nor 118, the 
official regulations interpreting the Code since 1942, 
had ever contained any statement under Section 
22(b)(5). 


have already been discussed and which enunciated 


The welter of conflicting rulings which 


no conclusive principles of general application is fur- 
ther proof of the difficulties that the Bureau was 
experiencing in applying Section 22 (b)(5) to the 
many types of sickness benefits that were prevalent in 
the United States in 1953. 





ADVANTAGES IN BEING “SICK” 


RATHER SHUDDER when I think of what will happen when the significance of the 


sick-pay provisions of the 1954 Code catches up with the spirit of American em- 


ployment, for an employee can gain at least 20% more in net take-home pay by being 


ill than by working. Many employers, particularly in the case of white-collar workers, 


have a standard procedure of paying their help while they are out ill, and I have a 


feeling that this will accelerate a little the moral degeneration that has been creep- 


ing into our society for some years. 





. J. S. Seidman 
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Management tax planning for partner- 


ship requires review of agreement 


i pes MANAGERS OF A PARTNERSHIP are 
confronted with statutory rules, 
under the 1954 Code, which draws to- 
gether and formalizes much material de- 
veloped under the 1939 Code by ad- 
ministrative rulings and court decisions. 
While the new Code provisions for 
partnerships are complicated, not to say 
partnership management 
can, if it gets adequate advice on how 
the new Code works, plan its affairs 
with rather more certainty of the tax 
consequences. Of particular importance 


formidable, 


now, in our opinion, is the need for 
review of all existing partnership agree- 


ments. 


Basic reporting requirements 

Although the partnership as an entity 
is not subject to the federal income tax, 
it is treated as a taxpayer and must file 
an income tax (information) return on 
or before the 15th day of the 4th month 
following the close of its taxable year. 
As under prior law, each partner takes 
into account his distributive share of 
income, gain, loss or deductions and 
credits as classified in Section 702. The 
taxable income or loss of a partnership 
is computed in the same manner as it 
is computed for an individual, with 
two numbered exceptions of Section 
703(a). The new law provides that a 
partnership shall make the election with 
respect to the methods of accounting 
and income tax reporting, for the pur- 
pose of having all partners report part- 
nership income in the same manner and 
under the same rules. There is one ex- 
ception which permits the individual 
partners to elect the method of using the 
credit allowable under Section 901 re- 
lating to taxes paid or accrued to foreign 
countries or to possessions of the United 
States. 
Where a partnership operates under 


a verbal agreement, it is strongly urged 
that such agreements be reduced to 
writing. Where there is a formal writ- 
ten agreement, each part and paragraph 
should be re-examined for the purpose 
of determining whether or not the 
statutory requirements can be met un- 
der the terms of the agreement. Fur- 
ther, it may be necessary to revise the 
partnership agreement to take advan- 
tage of such benefits as may be avail- 
able under the 1954 Code. Section 
704(a) specifically provides that, “a 
partner's distributive share of income, 
gain, loss, deduction, or credit shall, 
except as otherwise provided in this 
section, be determined by the partner- 
ship agreement.” The exceptions are de- 
fined in subsections (b) relating to a 
profit ratio different from a loss ratio 
or a different ratio for specific items, 
and with respect to a tax avoidance pur- 
pose; (c) relating to contributed prop- 
erty; (d) relating to the limitation on 
losses incurred in excess of the adjusted 
basis of the partner’s interest, and (e) 
relating to family partnerships. 


Effective dates 


Generally, statutory rules of the 1954 
Code are effective for all taxable years 
beginning after December 31, 1954; 
however, there are some special rules 
with different effective dates. See Sec- 
tion 771(a), (b) and (c). The adop- 
tion or change of a taxable year after 
April 1, 1954 is accomplished under 
the rules of Section 706(b) and Sec- 
tion 708 relating to the continuation of 
an existing partnership. 

If property is distributed after March 
9, 1954, by a partnership the rules of 
Section 735(a) are effective. If there is 
a sale or exchange of a partnership in- 
terest after March 9, 1954 the rules of 
Section 751 relating to unrealized re- 
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ceivables and inventories are effective, 
however if the partnership year began 
before January 1, 1955, there are op- 
tional rules. If a partner receives in- 
come as a successor in interest of a de- 
ceased partner under Section 736(a) 
the rules of Section 753 are effective 
only to payments made with respect to 
a decedent dying after December 31, 
1954. Optional treatment of certain 
distributions of a partnership are effec- 
tive only for partnerships whose tax- 
able year began after December 31, 
1953, and ended before January 1, 
1955, for example, the calendar year 
1954. 

It is extremely important that the ad- 
justed basis of a partner’s interest in a 
partnership be accurately determined. 
The rules for determining this interest 
are provided in Section 705(a) and (b). 
The proposed regulations (Federal 
Register 8/12/55, page 5862) provides: 
“A partner is required to determine the 
adjusted basis of his interest in a part- 
nership only when necessary for the 
determination of his tax liability or that 
of any other person. The determination 
of the adjusted basis of a partnership 
interest is ordinarily made at the end 
of a partnership taxable year. However, 
where there has been a sale or exchange 
of a partnership interest or a liquidation 
of a partner’s entire interest in a partner- 
ship, the adjusted basis of the partner’s 
interest should be determined as of the 
date of sale or exchange or liquidation.” 


Partner's interest is determined without 
regard to partnership books 


The regulations say: “The adjusted 
basis of a partner’s interest in a part- 
nership is determined without regard 
to any amount shown in the partner- 
ship books as the partner’s “capital” or 
“equity” account, etc. For example, A 
contributes property with an adjusted 
basis to him of $400 (and a value of 
$1,000) to a partnership. B contributes 
$1,000 cash. While under their agree- 
ment each may have a “capital” account 
in the partnership of $1,000, the ad- 
justed basis of A’s interest is $400 and 
B’s interest is $1,000. 

It is suggested that on each partner’s 
capital or equity account a separate 
computation be made of the actual ba- 
sis to such partner; this recommendation 
applies with particular emphasis to the 
original investment as made by each 
partner, where property, other than 
money, is contributed to the partner- 
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ship. It applies also, with equal em- 
(other than 
money) contributed by a partner sub- 
sequent to the formation of the partner- 
ship. For this purpose, it is suggested 
that a separate basis account be main- 
tained, in which all adju:*.::ents would 
be recorded that are not ac 
in the “book” capital account. Such ad- 
justments would include the tax exempt 


phasis, to any property 


«nted for 


receipts of the partnership, excess of de- 
pletion allowances over the basis of the 
depletable property, and expenditures 
or losses which are not deductible in 
computing the taxable income of the 
partnership and which are not properly 
chargeable to a capital account. The 
original basis of a partner’s interest is 
determined under the rules of Section 
722 and any subsequent contributions 
to the partnership capital are added to 
basis under the same rules, or if there 
is a transfer of a partnership interest 
the rules of Section 742 will apply. 


Allowable loss under Section 704(d) 


The loss allowable to a partner, as 
his distributive share of a partnership 
loss, is dependent upon the “adjusted 
basis of the partner’s interest” at the 
end of the partnership taxable year in 
which such loss occurs. Taking the ex- 
ample shown above, A had contributed 
property to the partnership with a basis 
of $400 and B had contributed cash of 
$1,000. Even though, on the books, the 
value of A’s contributed property was 
set up as $1,000 his basis is $400. As- 
sume that the partnership had no li- 
abilities at the end of its taxable year, 
and had suffered a loss of $1,000, and 
that the profits and the losses were to 
A and B. The 
loss of $1,000 would be charged on the 
books in equal amounts of $500 to each 
of the partners. But since A’s basis was 
only #400 his deductible loss on his 
persona! income tax return would be 
limited to the $400. The excess of $100 
would be allowed in the succeeding 


be equally divided by 


year, provided, his basis had been in- 
creased to an amount sufficient to ab- 
sorb the loss. On the other hand, if the 
partnership had contracted liabilities in 
excess of $200 then the full loss of $500 
would be allowable in the year the loss 
occurred. See Section 752 treatment of 
liabilities. This is true, because A as a 
partner would be liable for 50% of the 
liabilities of the partnership. 

This loss Section 704(d) may be 
dangerous to family partnerships, and 
especially to husband-and-wife partner- 
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ships where withdrawals are charged to 
one or the other without regard to a 
proper division of such withdrawals. 


Taxable years of partner 
and partnership 

The new law permits a partnership 
to have a taxable year ending on a date 
different from its partners, but Sec- 
tion 706(b) places certain restrictions 
thereon. The new law provides that 
“The taxable year of a partnership shall 
be determined as though the partner- 
ship were a taxpayer.” 

Generally, a new partnership cannot 
adopt a taxable year which differs from 
the taxable year of its principal part- 
ners, nor can an existing partnership 
change to a taxable year which differs 
from the taxable year of its principal 
partners, unless it (the partnership) 
can establish to the satisfaction of the 
Commissioner that there is a good busi- 
ness purpose for such different taxable 
year. Neither can a principal partner, 
as an individual taxpayer, change to a 
taxable year different from that of the 
partnership unless he can establish a 
good business purpose for such change. 
A principal partner is one who owns at 
least 5% or more of the capital or who 
participates in 5% or more of the 
profits of a partnership. 

If a new partnership is formed after 
April 1, 1954, or if an existing partner- 
ship has changed its taxable year after 
that date, and either has adopted a tax- 
able year which is different from the 
taxable year of its principal partners, 
then the partnership must obtain ap- 
proval from the Commissioner for such 
adoption or change. Application for 
adoption of a taxable year or change in 
a taxable year under the rules of Sec- 
tion 706(b) must establish a business 
purpose. The proposed regulations con- 
sider a “natural business year” a suffi- 
cient reason for such adoption or 
change. If prior approval is required, 
you have 90 days from the date of 
promulgation of the regulations under 
Section 706 to file your application. 
Thereafter the application must be filed 
on or before the last day of the month 
following the close of the taxable year 
for which approval is sought. 


Closing of the partnership year 


The provisions of the agreement with 
respect to the death of a partner, the 
entry of a new partner, the liquidation 
of a partner’s interest, or the sale or 
exchange of a partner’s interest should 


be checked with Section 706(c) (1) and 
(2), and see Section 708 with respect 
to rules for continuation of a partner- 
ship. 

Further questions: What are the in- 
terests of the partners? What are the 
rights of the partners? Will they be 
considered as a member of the partner- 
ship under terms of the agreement in 
transactions between the partner and 
the partnershipP See Section 707(a), 
and (b), and, Subsection (c) with 
respect to guaranteed payments for 
salaries or other compensation and for 
interest on capital funds, which are 
treated as if paid to one other than a 
partner. 


Other rules to be checked 

Are there any special provisions in 
the agreement with respect to a partial 
or complete liquidation of a partner's 
interest? See the rules in Sections 731 
through 736. Does the agreement pro- 
vide for any special treatment of the 
transfer of a partner's interest, or the 
adjustment to basis of partnership prop- 
erty? See Sections 741, 742, 743, 754 
and the rules for allocation of basis in 
755. How are liabilities to be ap- 
portioned among the partners. See Sec- 
tion 752 for the treatment of liabilities 
under 1954 Code. Terms are defined in 
Section 761 of the 1954 Code. 


Revision of the partnership agreement 

The 1954 Code in Section 761(c) 
provides as follows: “For purposes of 
this subchapter (Subchapter K, Partners 
and Partnerships; Sections 701 through 
771), a partnership agreement includes 
any modifications of the partnership 
agreement made prior to, or at, the time 
prescribed by law for the filing of the 
partnership return for the taxable year 
(not including extensions) which are 
agreed to by all the partners, or which 
are adopted in such other manner as 
may be provided by the partnership 
agreement.” The proposed regulations 
(Federal Register V 20 #157—8/12/55, 
page 5881) Section 1.761-1 (d) pro- 
vides as follows: “For the purposes of 
Subchapter K, a partnership agreement 
will be considered to include any oral 
or written modification of the original 
agreement if such modification has been 
agreed to by all the partners or adopted 
in any other manner provided by the 
partnership agreement. A partnership 
agreement may be modified with respect 
to a particular taxable year subsequent 
to the close of such taxable year, but 
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not later than the date (not including 
any extension of time) prescribed by 
law for the filing of the partnership 
return.” 

Under these circumstances you have 
until the 15th day of the 4th month 
after the close of the partnership tax- 
able year in which to make any neces- 
sary modifications or revisions of the 
partnership agreement. If you obtain 
an extension of time for the filing of the 
partnership return, such extension of 
time does not operate to extend the 
time for making revision or modification 
of the partnership agreement. ve 


“The left hand 


knoweth not . aoe 


THe GovERNMENT has become impaled 
on a couple of sharp prongs of its own 
making, just going to prove that the 
more devious are the rules the greater 
the chance for miscarriage of intention. 

The Supreme Court in Glenshaw 
Glass declared that treble damages 
under the Sherman Act were taxable as 
ordinary income to recipient in the year 
received. This, of course, makes the 
prosecution of a Sherman Act com- 
plaint a good deal less attractive, after 
taxes, to the so-called injured party 
than was heretofore the case, for pre- 
viously only one third of the damages 
was taxable as ordinary income. 

Now the Justice Department is un- 
happy because the reduced prize to 
complainants is so small as to hardly 
compensate for the long-drawn-out liti- 
gation, with its stresses and expenses. 
This, claims Justice, will prevent the 
filing of suits which may permit anti- 
trust violations to increase. It has en- 
listed the support of Senate Judiciary 
Committee Chairman Kilgore and his 
opposite number in the House, Repre- 
sentative Celler, who are pushing HR 
6404, which would reverse the Glen- 
shaw decision. 

The Commissioner is reported to be 
well pleased with Glenshaw Glass, un- 
moved by the cries from Justice. % 


3-way tax savings in 
company scholarship plans 


CorRPORATE TAX DEPARTMENTS, alert to 
the material rewards of virtue, are 
studying company scholarship plans 
which offer tax savings to the company, 
the employee, and the student. 
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The cost of the scholarship is deducti- 
ble for the company, which can thus 
give what is in effect a “bonus” to the 
employee-parent without his being 
taxed on it as a form of compensation. 

The employee pays no tax on the 
scholarship, which is equivalent to a 
sizeable bonus, and still can retain his 
tax exemption for his child’s support, 
as the scholarship is not figured into 
the cost of his contribution to such 
support. 

The student pays no tax either, even 
on his room and board, laundry, trans- 
portation to and from school, or clerical 
help and equipment needed for the 
scholarship. 

In order to enjoy the tax-free status, 
the scholarship must be awarded on 
the basis of ability, must pay for 
courses leading toward a degree, and 
must be to a school which comes under 
the definition of an educational institu- 
tion, i.e., a preparatory school, a col- 
lege or university, or a technical or 
mechanical school. Institutions which 
do not qualify are night schools, cor- 
respondence schools, or those giving 
on-the-job training. 

However, partial tax relief is available 
to recipients of scholarships in which 
the winner must teach or do research: 
the student must pay tax on that part 
of the grant which pays for the teach- 
ing or research, but the rest of the 
scholarship is tax-free. If such teaching 
is primarily for the student’s own train- 
ing, or is required for a degree, then this 
part of the grant may also be tax-free. 
If the scholarship is used for courses 
not leading to a degree, but granted by 
state or United States government or 
their agencies, or a corporation or foun- 
dation or fund set up solely for scien- 
tific, religious, national, educational or 
literary purposes, these funds also may 
qualify as tax exempt. ¥ 


ra 


Business official says rulings 
on equipment rentals 
need explaining 


REcENT IRS rulings on machinery rent- 
als were called “helpful in intent, but 
unclear in application,” by David L. 
Salinger at a recent meeting of the As- 
sociated Equipment Dealers. Salinger, 
director of the industrial division for 
Walter E. Heller and Company, Chi- 
cago financing firm which both sells and 
rents equipment, also reported that 


there has been a steady trend away from 
rentals in favor of outright purchases of 
machine and equipment. He said the 
new tax rulings are giving added im- 
petus to this movement; while the gov- 
ernment is trying to be helpful, Rulings 
55-540, 541, and 542 don't really 
remedy the condition and further ex- 
planation of their application is néeded. 
For example: the IRS will presumably 
not allow as a tax-deductible expense an 
amount that is considered higher than 
a “fair rental,” yet no clear method ex- 
ists for understanding the government's 
conception of fair market value, fair 
rental value, and fair renewal rates. 

Explaining the trend toward buying 
rather than renting machinery, Salinger 
pointed out that under currently favor- 
able depreciation allowances, there is 
less tax advantage in reporting rent paid 
rather than capital depreciation, and 
that the new rulings have further less- 
ened the attractiveness of rentals. 

The new rulings also are hard on in- 
dustries where special technological and 
economic factors sometimes make it ad- 
visable for the contractor to rent rather 
than buy his equipment. “Sometimes 
it’s impossible for the contractor to 
know at the outset whether he will or 
will not eventually need to own the 
equipment because of the temporary or 
special nature of the job,” said Salinger. 
“This man should not be penalized, 
even unwittingly, and revenue rulings 
should take cognizance of such legiti- 
mate situations. 

“No one can quarrel with the IRS for 
attempting to eliminate rentals as a tax 
dodge to get a faster write-off than 
with an undisguised purchase,” he said, 
“but there are some instances in which 
rentals make sound economic sense.” * 





New decisions 


Bank personally liable for not comply- 
ing with levy. The defendant bank had 
a checking account for a taxpayer 
against whom an income-tax deficiency 
was entered. The Collector served a 
notice of levy on the bank ordering it 
to pay to the government any amount 
which it held for the taxpayer. The bank 
did not comply, and the court held it 
personally liable for the taxpayer's bal- 
ance at the time of the levy, plus inter- 
est. People’s State Bank, DC Ind., 
8/17/55. 
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AIA president Stans offers a proposed 


solution to the tax practice controversy 


A four-point program to eliminate accountant-lawyer controversy over tax practice 


is proposed by Maurice H. Stans, president of the American Institute of Account- 


ants. Mr. Stans presented the program at the AIA annual meeting in Washington 


late in October. His comments, which are in reply to Dean Erwin N. Griswold of 


Harvard Law School, are printed below. Dean Griswold’s analysis appeared here 


last month (3 JTAX 269). 


| N THE LATE spring of 1954, the Agran 
decision by a lower court in Cali- 
fornia involving a then obscure member 
of the accounting profession, triggered 
a series of events that has occcupied the 
time and thoughts of many of us ever 
since. The court held that a CPA, en- 
rolled to practice before the Treasury 
Department, was guilty of “unauthor- 
ized practice of law” in representing his 
client in a tax matter with the Treas- 
ury. 

This decision, which has since been 
elaborated by a later decision upon re- 
mand and retrial, tends to nullify—at 
least within the area of the court’s juris- 
diction—the Treasury enrollment of the 
CPA. The court based its conclusions 
largely on the fact that the CPA con- 
sulted and reviewed statutes, regula- 
tions rulings and decisions. While the 
case was a local one, it took on added 
significance to accountants from the 
fact that is was backed by the Cali- 
fornia Bar Association. If its doctrine 
were extended to other jurisdictions it 
might remove the CPA entirely from the 
field of tax practice. Since there was 
growing evidence of a hostile attitude 
toward CPAs by unauthorized practice 
committees of many local bar associa- 
tion in recent years, this whole matter 
took on the appearance of a formidable 
threat to the entire accounting profes- 
sion. Many CPAs felt that they were 
the object of an organized campaign to 
push them out of a major part of their 
tax practice so that lawyers could take 


over. Their respect for the prestige, 
power and influence of the organized 
bar is great, and they were most un- 
comfortable in the belief that they were 
objects of the Bar’s unfriendly atten- 
tions. 


Action after Agran decision 


Something had to be done, and it 
was. The American Institute of Account- 
ants undertook a carefully considered 
program designed to meet these fears. 
It requested legislative relief from the 
Congress; it supported the Agran case 
to carry it on to appeal; it urged the 
Treasury Department to amend its regu- 
lations to make it clear that the results 
threatened by the Agran case were 
never intended by the Treasury; and it 
met with the American Bar Association 
in a series of conferences, hoping to 
find a solution to the problem that both 
professions would accept. None of these 
measures has as yet been successful. 
However, the Institute believes that the 
problem imposed upon certified public 
accountants by the Agran decision is 
now much better understood by law- 
yers, by the Treasury, and by the busi- 
ness public than it was in 1954. The 
matter of amending the regulations is 
now before the Treasury for determi- 
nation. 


Promising new developments 


Officially the two professions stand 
rather far apart; basically opposed. posi- 
tions have been taken by the Institute 


and the American Bar Association. Emo- 
tion and professional pride have moti- 
vated some people and some groups to 
express themselves on the problem with- 
out real knowledge of what it is about. 
Yet underlying the situation are many 
factors that are promising. Individual 
lawyers who work together with CPAs 
harmoniously and effectively show no 
concern over what CPAs do in the tax 
field. The Treasury Department appears 
to recognize that the outcome of the 
controversy can have a serious effect 
on the collection of the revenues and is 
studying it fully. And now some individ- 
ual lawyers who have deplored the dif- 
ferences between the two professions 
have taken the time to become better 
informed about it and have spoken out 
publicly. 

The latest of these is Dean Erwin 
N. Griswold of the Harvard Law School 
who on August 21, 1955, spoke before 
the Section on Taxation of the American 
Bar Association in Philadelphia. In his 
speech (printed in 3 JTAX 269) I think, 
lies the key to solution of the entire con- 
troversy. 

This speech is even more significant 
than the earlier address by Dean Gris- 
wold in January 1955 (2 JTAX 155), 
before the Association of the Bar of the 
City of New York. In the interim Dean 
Griswold became a member of the com- 
mittee on professional relations of the 
American Bar Association and _partici- 
pated in the latter stages of last winter’s 
negotiations between that organization 
and the Institute. Those negotiations 
succeeded in defining sharply the areas 
of disagreement. Dean Griswold has 
now suggested a basis upon which they 
could be reconciled. 


Weakness of “practice-of-law” approach 


He says that it is not a sound way to 
approach the problem of tax practice 
to assume that general definitions of 
“practice of law” can be applied to 
CPAs in their customary practice before 
the Treasury Department. He says “The 
people who think in terms of ‘practicing 
law’... proceed from a major premise 
(that only lawyers can practice law) to 
a minor premise that if the problem 
involves a matter of law, such as the 
application of a statute or regulation 
or court decision, then it is ‘practice of 
law’ and can only be done by a lawyer.” 
He goes on to point out that there are 
many things involving the law and its 
application which can and must be done 
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by non-lawyers. “The ‘practice of law’ 
formula,” he says, “is not a safe and 
sound approach, it seems to me, if it 
is taken to include a rule that any 
matter involving application of statutes, 
regulations and court decisions can only 
be handled by a lawyer.” 

Dean Griswold goes on to refer to 
two of the principles which are most 
relevant to this question. First he points 
out that much of the representation of 
taxpayers before the Treasury Depart- 
ment has been done for a great many 
years by accountants. Of this he states 
“It would be my own view that this 
system has in fact worked well.” Sec- 
ondly, Dean Griswold points out that 
this work, and indeed all of the activity 
of certified public accountants in the 
tax field, is a part of the practice of 
accounting. 

If the 
would 


American Bar Association 
accept these principles and 
would agree that they should be spelled 
out in an authoritative manner, so that 
certified public accountants would no 
longer be in danger of being attacked 
in local courts for settling clients’ tax 
liabilities with the Internal Revenue 
Service, as the Treasury authorizes them 
to do, there would be little need for 
further controversy. This point is all that 
is involved in the whole matter. 


What CPAs seek 


All that the Institute has been seek- 
ing, in all of its activities since the 
Agran case, is confirmation of the right 
of certified public accountants to con- 
tinue their customary practice before 
the Treasury Department, which until 
last year was generally assumed to be a 
natural and proper part of the practice 
of accounting. Dean Griswold frankly 
acknowledges the general competence 
of CPAs in most aspects of taxation. 
He also frankly recognizes that the mere 
fact that a man is admitted to the Bar 
does not endow him with competence 
in tax matters. He agrees the CPAs 
should not be prosecuted for “unauthor- 
ized practice of law” in their ordinary 
tax work before the Treasury Depart- 
ment. 

It can be stated with all possible 
emphasis that the Institute seeks no 
change which would broaden the 
present scope of CPAs. The Institute 
seeks no change which would adversely 
affect the position of lawyers. Its mem- 
bers do not want to practice law, or to 
interfere with the regulation of the 
practice of law. But neither do they 


want a substantial part of what has for 
over 40 years been accepted in this 
country (and for that matter in the 
rest of the world) as the practice of 
accounting to be suddenly declared to 
be the practice of law because of an 
ambiguous clause in the Treasury reg- 
ulations. They do not believe that the 
business public, or the Internal Rev- 
enue Service or, for that matter, the 
preponderant majority of lawyers really 
want CPAs to be expelled from this tra- 
ditional tax practice. Yet the experience 
in California seems to show that it can 
happen anywhere and everywhere. 


Need to implement these views 


Dean Griswold’s views, if applied, 
would solve the problem. Unfortunately, 
Dean Griswold does not suggest a means 
of implementing his views to make them 
effective in resolving things. Indeed the 
Dean would seem to suggest that the 
working out of these problems should 
be left to the state courts. The obvious 
inadequacy of this method of handling 
the matter is highlighted by the Agran 
case and other state court decisions, 
which are inconsistent among them- 
selves, and provide no uniform guide 
to practitioners concerned with federal 
tax matters in different states. Dean 
Griswold does not propose any remedy 
for this. On the contrary, he proposes 
that the accountants “be more philo- 
sophical” about the whole thing rather 
than continue to press the issue. 

It is, of course, possible to be philo- 
sophical about anything in life, good or 
bad. A prisoner of war in Korea before 
a firing squad can be _ philosophical 
about his predicament, but most likely 
the only philosophy that would be 
comforting would be one of complete 
resignation to fate. To the accountants 
who view the Agran case as a gun at 
their heads, with the trigger ready to 
be pulled by any unauthorized practice 
committee before any court unschooled 
in the problem, that seems an unac- 
ceptable philosophy. They ask some- 
thing more real, and that is understand- 
able when their interests and the inter- 
ests of their clients are so directly 
involved. 

There are workable ways of making 
the Griswold principles operative with 
assurance and they could be applied 
quickly. The best and quickest way 
would be for the Treasury to promul- 
gate an acceptable revision of the 
practice regulations in Circular 230, 
making it clear that what accountants 
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do in Treasury tax work is within the 
proper practice of accounting and does 
not encroach on the practice of law. 
It would be highly desirable if the 
American Bar Association, before or 
after that, would endorse the proposi- 
tion, because such an endorsement 
would set the stage for the renewal of 
cooperative relations between the two 
professions. 

There seems little doubt that the 
Treasury has the power to prescribe the 
requirements of practice before the 
Treasury Department. If the Treasury 
Department makes it clear that it is 
the intent of its regulations that a certi- 
fied public accountant, enrolled to 
practice before the Department, may 
continue to settle clients’ tax liabilities 
with the Internal Revenue Service, as 
the Treasury has always permitted him 
to do, then the state courts would not 
be likely to interfere. 

If the Treasury Department would 
clear up this misunderstanding, there 
would appear to be no further reason 
to seek federal legislation in this area, 
nor to carry the Agran decision to the 
United States Supreme Court. The 
Treasury, which has the power to do 
so, would have settled the matter. 

However, it seems to me that a favor- 
able attitude of the American Bar 
Association even if the 
Treasury regulations are amended to 
meet the problem. It puzzles and dis- 
turbs the accounting profession that the 
American Bar Association has opposed 
its efforts to clarify the real meaning of 
the Treasury Department regulations. 
Twenty-two different variations in pro- 
posed amendments have been offered 
which would satisfy the Institute, but 
the Bar Association has said “no” to all 
of them and has proposed no alternative. 
It seems to insist that the ambiguity and 
uncertainty be preserved. This encour- 
ages the fear among CPAs that some ele- 
ments of the organized Bar want to 
make further advantage of the uncer- 
tainty. 


is essential, 


Differences within the bar 


It is obvious that there must be a 
difference of opinion within the Bar 
Association. Dean Griswold hints at 
this when he says, “although there is 
close harmony between the members of 
the committee, I do not think that it 
can be said that there is close agree- 
ment among them on every aspect of 
the problem.” As a matter of fact, the 
Institute’s negotiators were convinced 
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at an early stage of the discussions that 
the members of the Bar Association 
committee would accept a solution con- 
sonant with the point of view now ex- 
pressed by Dean Griswold. This would 
have been perfectly satisfactory to the 
Institute. But later, apparently after 
consultation with other Association of- 
ficials, the committee’s attitude changed. 
The dogmatic view seems to have pre- 
vailed that anything involving the inter- 
pretation of statutes or regulations or 
court decisions, even in determining and 
settling tax liabilities, must be con- 
sidered the practice of law, regardless 
of whether lawyers generally are com- 
petent to do it. 


The need for a solution 

So, as things stand, certified public 
accountants are continuing their cus- 
tomary tax practice only because, for 
the moment, there is no aggressive effort 
to prevent them from doing so. But in 
California, where the Agran case was 
decided, it must be remembered that 
the California State Bar provoked the 
decision which put the fat in the fire. 
It must also be remembered that the 
unauthorized practice committee of this 
same California State Bar has repudi- 
ated the statement of Principles pro- 
mulgated by the National Conference 
of Lawyers and Certified Public Ac- 
countants, which Dean Griswold refers 
to with approval. The Committee pro- 
posed instead a standard of behavior for 
accountants from which the following is 
an excerpt: 
“Upon the instigation of an audit, it 
is recommended that an accountant 
should advise the retention of an attor- 
ney; and upon the issuance of a 30-day 
letter by the Treasury Department, an 
accountant shall do nothing further in 
the matter except under the supervision 
of and in aid of an attorney.” 
of the trial 
court in the Agran case was squarely 
in accordance with the proposal of the 


The second decision 





Maurice H. Stans, retiring presi- | 
dent of the American Institute of 
Accountants, and author of the 
accompanying discussion, has just 
been appointed Assistant Post- 
master General of the United States. 
Mr. Stans, who resigns as senior 
partner of Alexander Grant & Co., 
to take the post, has served as spe- 
cial consultant to the Postmaster 
General during the past year. 
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unauthorized practice committee of the 
California State Bar. 

So far as the Institute can see, only 
amendment of the Treasury Department 
regulations, or an Act of Congress, or 
a reversal of the Agran decision can 
assure taxpayers that they may continue 
to employ CPAs in tax matters and will 
not be forced to employ lawyers whether 
they want them or not. If the bar can 
propose any other assurance against 
charges of “unauthorized practice of 
law” against CPAs in tax work, the 
Institute would be very glad to consider 
it. 

But the bar proposes only “coopera- 
tive machinery” to discuss the problems 
and try to settle specific complaints. 
The Institute favors cooperative ma- 
chinery, but certified public account- 
ants must first know what philosophy 
will govern the consideration of com- 
plaints—Dean Griswold’s approach, or 
the approach of the California State 
Bar. If the Treasury Department would 
make Dean Griswold’s point of view 
effective, the cooperative machinery 
would work. But if it must start with 
the assumption that interpretation of 
the tax law, regulations and decisions 
for the purpose of determining and 
settling tax liabilities is a function ex- 
clusively reserved for lawyers, then the 
cooperative machinery will surely break 
down on the first case it encounters. 

This all adds up to the fact that a 
real problem exists, that a solution is 
mandatory, that a solution can be for- 
mulated from the principles suggested 
by Dean Griswold, and that such a solu- 
tion is workable. 


THE FRINGE QUESTIONS 

Dean Griswold deals relatively briefly 
with the main point that the account- 
ants are concerned about in the present 
state of affairs—the question of their 
right to practice before the Treasury 
Department. More than half of his 
comments are directed toward what I 
would like to call, using a term of 
common usage today, “fringe issues.” 
As has been generally demonstrated in 
the labor-management fringe 
issues that are once raised can seldom 
be ignored or even given less attention 
than the main propositions in a negotia- 
tion. Many times they carry emotional 
impacts on one side or another that 
delay agreement on matters of much 
greater significance. Once these side 
issues are cleared up, the main problem 
frequently yields to a ready solution. 


arena, 


That may be the case here, and Dean 
Griswold may have performed an im- 
portant service in bringing these ques- 
tions into the open. Accountants who 
are really interested in finding an accord 
with the lawyers should not resent them. 
They should welcome the opportunity 
of finding ways of removing any ob- 
stacles, imaginary or real, that in the 
minds of any group or _ individuals 
among the lawyers inhibit an under- 
standing between the two professions 
in the major areas. It must be assumed 
that the questions raised by Dean Gris- 
wold do exist in the minds of some 
lawyers, that they have been conveyed 
to him on occasions sufficiently numer- 
ous to cause him to believe that they 
collectively constitute a barrier of some 
size to mutual understanding, that he 
hopes they can be answered or dealt 
with in ways that exhibit good faith on 
the part of the accountants, and that the 
chances of harmonious relations be- 
tween the two professions will then be 
greatly enhanced. 

On that basis, we ought to analyze 
his “fringe” questions very carefully. 
As he says, it would do no good for us 
simply to deny them, because that is 
expected. Anyway, categorical denial 
would subtract nothing from any pres- 
ent misunderstanding. What is needed 
is real light in the form of factual and 
rational information sufficient to estab- 
lish fully the answers to his questions, 
and then a determination of whether 
anything ought to be done about any of 
them. 

Here are the six fringe issues raised 
by Dean Griswold. I have paraphrased 
them into the form of questions since 
he makes it clear that he considers them 
to be just that and not accusations or 
charges. 

1. Why does the American Institute 
of Accountants, the national organiza- 
tion of certified public accountants, seek 
to shelter under its wing other groups 
(“public accountants and accountants 
and tax experts”) who are not certified 
public accountants? 

2. Can an independent accountant, 
who certifies to the correctness of a 
client’s financial statements after an ex- 
amination in which he must in a sense 
act quasi-judicially on the questions and 
facts disclosed by his audit, also act as 
“advocate” for the same client in a tax 
matter? 

3. Do accountants, under the guise of 
tax planning, frequently draft compli- 
cated legal instruments for their clients 
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(in such areas as corporate adjustments 
and reorganizations, family partner- 
ships and trusts, pension plans, deferred 
compensation plans, and so on)? 

4. Do the large national accounting 
firms, or some of them, have law de- 
partments, which give legal advice to 
their clients, render legal opinions, 
make legal suggestions, and draft 
papers, for the accounting firms’ vari- 
ous local offices (to the exclusion of 
local lawyers)? 

5. Should accounting firms hire 
lawyers and then offer their services 
as lawyers to clients? 

6. Should an acsountant who is also 
a lawyer practice both professions at 
the same time, or should he be required 
to choose one or the other? 

These questions cover a wide range 
of subject matter and must for that 
reason be dealt with individually. 


The Institute and CPAs 


On the first of these questions, there 
is a profound misunderstanding that 
can be cleared up right away. The Insti- 
tute speaks only for certified public 
accountants. It admits to membership 
only certified public accountants. ‘It 
takes no others under its wing. It is 
true that in one case involving the 
question of unauthorized practice of 
law by a self-designated tax expert 
(Gardner v. Conway), the Institute 
appeared and filed a brief as amicus 
curiae; however, that was done for the 
sole and specific purpose of urging the 
court to do, in its opinion, what Dean 
Griswold believes the Institute should 
now do-—to differentiate between the 
proper place of the CPA in tax practice 
and the place of the obviously less quali- 
fied practitioner. 

Dean Griswold feels that the Insti- 
tute is making a mistake in urging that 
the Treasury amend its Circular 230 in 
terms which would establish a uniform 
status for all “agents” enrolled to 
practice before it. He says that the des- 
ignation “agent” includes persons of 
no qualifications whatever, and goes on 
to add: “For example, a disbarred 
lawyer might immediately qualify as 
an agent. Anyone can set himself up 
as an agent, without any professional 
status whatever.” 

Can he here be confusing the enrolled 
Treasury agent with the so-called “tax 
expert” who prepares tax returns in 
barber shops and real estate offices, with 
no professional status and no standard 
of qualifications? 


Such persons are today not regis- 
tered or regulated in any way. Perhaps 
they should be, but that is clearly 
another subject. The enrolled “agent” 
authorized to represent taxpayers before 
the Treasury, on the other hand, must 
meet a high standard. Lawyers and 
certified public accountants are ad- 
mitted to practice without examina- 
tioh, as are a few former employees of 
the Internal Revenue Service of high 
rank. Any other applicants for enroll- 
ment must pass a written examination 
given by the Treasury itself, and this 
examination at the present time includes 
the accounting section of the uniform 
CPA examination. Once admitted, all 
agents must conform with the rules of 
conduct of the accounting profession 
and certain stipulated rules set forth in 
Circular 230. A lawyer or a certified 
public accountant will not be given a 
Treasury card unless he is in good 
standing in his profession in his own 
state. 

The Institute has felt all along that 
it cannot seek special privileges for 
certified public accountants so long as 
the Treasury admits others to practice 
before it as agents, under standards 
which the Treasury considers adequate 
for the representation of taxpayers in 
tax controversies. The Institute has 
been ready to concede that the Treas- 
ury is in the best position to judge who 
should be admitted to represent tax- 
payers and what those admitted should 
be allowed to do. It has no indication 
that the Treasury has the present right 
or power to create new distinctions 
among those already admitted as agents, 
even if it wanted to do so. (Perhaps 
in the course of years the standards of 
admission will warrant reconsideration, 
but again this is a matter not germane 
to the present question.) 


The CPA as advocate? 

Dean Griswold raises the question as 
to whether the position of the certified 
public accountant in certifying financial 
statements as independent auditor can 
be reconciled with his representation of 
a client in a tax matter. 

There does not seem to me to be any 
real difficulty here. The fact that a 
CPA presents independent findings to 
his client or to third parties on financial 
matters doesn’t require him to remain 
aloof on other proper ways of serving 
his client, so long as he does nothing to 
prejudice his independence of views on 
the financial statements. Nor is there 
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anything unique about the role of the 
certified public accountant as an inde- 
pendent advisor. A lawyer who gives 
an opinion as to the validity of a pro- 
posed issue of securities for inclusion 
in a prospectus is functioning no less as 
an independent expert than the certi- 
fied public accountant who gives an 
opinion on the financial statements in- 
cluded in the same prospectus. Like 
the lawyer, the certified public account- 
ant can properly perform other func- 
tions in addition to giving independent 
opinions. He can and does install ac- 
counting and cost systems; he can and 
does advise on accounting questions, 
on financial matters, and on accounting 
and financial personnel, for example. 
In tax work he is particularly well quali- 
fied to defend his client’s positions be- 
fore the Treasury representative, be- 
cause he is aware of the income data 
shown by the records, the variations 
between book income and taxable in- 
come permitted or required by tax law, 
and so on. When he expresses an opin- 
ion that financial statements fairly pre- 
sent the financial position and results 
of operation of a business, he is guided 
by generally accepted accounting princi- 
ples. If the Internal Revenue Code ac- 
cepts a greater deduction for deprecia- 
tion in any year than that which would 
be permissible under generally accepted 
accounting principles—and there are 
many cases when this is the situation— 
there is no reason why he shouldn't ad- 
vise the taxpayer to take the greater 
deduction in his tax return. No one 
expects income tax returns and certified 
income statements to be identical. In 
many cases the tax law requires them 
to be different, and the skill of the CPA 
in this field makes him peculiarly com- 
petent to see that his client’s reporting 
for tax purposes is properly done in the 
first instance and is then properly de- 
fended before the Treasury. On this 
point of competence, Dean Griswold 
seems to agree. As I have indicated 
earlier, he says the system of representa- 
tion before the Treasury by CPAs “has 
in fact worked well.” 


Drafting legal instruments 


The third question carries with it im- 
plications, and some passing estimates 
by Dean Griswold, that if true would 
well justify censure of accountants for 
improper practices. He “suspects” that 
a large amount of tax planning of cor- 
porate adjustments and reorganizations, 
family partnerships and trusts, and other 
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aspects of estate planning, pension 
plans, deferred compensation plans, and 
so on, including the drafting of often 
complicated instruments, has been done 
over the past several years by account- 
ants. He ventures the “guess” that three- 
fourths of the family partnership agree- 
ments were suggested and drafted by 
accountants. He thinks it “likely” that 
many corporate adjustments of one sort 
and another were suggested and carried 
out by accountants, and that many pen- 
sion and profit-sharing plans have been 
drafted by accountants. 

These are serious conclusions, and it 
would be helpful to have available 
some of the evidence upon which Dean 
Griswold bases them. To deny them, 
and then seek to prove the correctness 
of the denial, involves the difficult feat 
of attempting to prove a negative. It is 
not effective, of course, for the Institute 
to say that it just does not believe these 
conclusions to be justified. 

There are two propositions involved 
here. One is that accountants have un- 
dertaken to plan these transactions. The 
other is that they have carried them 
out and have prepared the required 
legal documents. I don’t believe that 
Dean Griswold or many other lawyers 
will object to a CPA suggesting any of 
these matters to a client for considera- 
tion, even with proposals as to ways of 
effecting them. In many cases, the CPA 
is in the best position and has the best 
opportunity to originate such advice. 
The criticism involved in Dean Gris- 
wold’s assumptions must be against the 
CPA undertaking to carry them out 
without calling in a lawer. 

On this point of principle, the Insti- 
tute agrees with him completely. It has 
specifically disapproved drafting of 
legal instruments of any kind by CPAs 
and would discipline members who did 
so in any case that came to its attention. 
It is ready to meet the test of good 
faith on this by dealing specifically 
with any such instances that are re- 
ported to it by any member of the bar. 
It would, I willing to 
strengthen its disciplinary procedures 


believe, be 


if it found that violations anywhere near 
the extent estimated by Dean Griswold 
actually did exist. 

I cannot leave this question, how- 
ever, without stating my own feelings 
that it has an aura of unreality. Tax 
planning in the kind of situations re- 
ferred to just doesn’t happen that way. 
In the high proportion of cases where 
involved questions and __ substantial 
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amounts are present, both lawyers and 
certified public accountants have a 
voice. I believe the number of viola- 
tions of this premise are extremely 
small. Dean Griswold would do a serv- 
ice to both professions if he were to 
urge his informants that any unsatis- 
factory cases be brought to the Insti- 
tute’s attention promptly. 


Legal departments in CPA firms? 


I know that Dean Griswold would 
not have said that some lawyers think 
that CPA firms maintain legal depart- 
ments unless some lawyers actually 
think so. But here again it is unfortunate 
that the experiences which lead them 
to this conclusion are not available for 
investigation. Here again CPAs are 
asked to prove a denial of something 
which, to the very best of my knowl- 
edge, is not true. 

Any of the large accounting firms 
would welcome a visit from Dean Gris- 
wold and would be glad to show him 
their offices and introduce him to mem- 
bers of their partnership and staff who 
deal with tax matters. They would be 
glad to tell him the kind of work they 
do and the circumstances under which 
they do it. If that were done, and as- 
suming that he applied the same yard- 
stick of proper accounting practice that 
he adopts in his speech, I do not believe 
he would find anything that he would 
consider improper. 


CPAs hiring lawyers? 

The employment of lawyers by ac- 
counting firms is the subject of the next 
question. The Institute agrees com- 
pletely that no accounting firm should 
offer to render legal services to its 
clients or to permit lawyers on its staff 
to do anything which certified public 
accountants are not authorized to do. 
It does not believe that this standard 
is violated very frequently. Accountants 
are quite often employed by law firms, 
and most lawyers agree that they should 
not be used to render accounting serv- 
ices to clients. Several years ago we 
proposed to the National Conference 
of Lawyers and CPAs that it adopt 
these mutual propositions. They are 
still acceptable to the Institute. 


Joint practice 

On the subject of joint practice of 
the two professions by an individual who 
is both a lawyer and a CPA, or by a 
firm composed of such individuals, the 
Institute has never adopted an official 


policy. It agrees that this is a matter 
worth studying by the national organ- 
izations of the two professions. It un- 
derstands that there are differences of 
opinion among lawyers as to whether 
joint practice is in any way improper. 
Certainly this is not a matter which 
need impede or delay a mutual under- 
standing on the rightful place of the 
two professions in the tax field. 


Conclusions 


We are getting much closer to a solu- 
tion of our problem when the discus- 
sions “come to grips with specific propo- 
sitions.” The accounting profession 
and the legal profession are both in- 
debted to Dean Griswold for his con- 
tribution. It is to be hoped now that 
others among the lawyers will adopt 
his reasoned point of view and thereby 
set the stage for a meeting of the minds 
and a resumption of cooperative rela- 
tions. 

There is accumulating evidence that 
his basic views are shared by a growing 
number of thoughtful lawyers. For ex- 
ample, in a round table conducted by 
the Journal of Public Law this year 
there appear these significant com- 
ments on the subject of administrative 
practice by non-lawyers. 


Morris Ernst, New York Attorney— 
“Some bar groups are worried about 
loss of clients because of the recent 
promotion of bookkeeping to certified 
public accountancy. It is true that every 
tax return—even the simplest—requires 
interpretation of a revenue statute. But 
it is equally true that every tax return 
of corporate complexity requires know]- 
edge of the choices and vagaries of 
double entry bookkeeping—a magic un- 
taught at law schools. The two profes- 
sions have lived together in substantial 
good will. But now accountants are 
entrapped by law associations; entrants 
to the bar are asked to sign pledges 
that they will never practice account- 
ancy; and some lawyers—following the 
worst of trade-union practices—are in- 
tent on pre-empting for lawyers alone 
appearances before administrative tax 
authorities.” 


J. A. McClain, Jr., Dean of the School 
of Law, Duke University—“When we 
consider the criticism—against trade- 
union tactics among the bar, it would 
seem that competition in the 
market place will eventually decide this 
question; and no self-protective trade- 
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union concept held by the bar will pre- 
vent the public from accepting the 
most economical and efficient way of 
handling these problems, regardless of 
what they may be.” 


Elliott E. Cheatham, Professor of 
Law, Columbia University—“Increased 
efforts toward the clarification of busi- 
ness conditions have created the stat- 
istician and the accountant. . . . The 
bar is under the necessity of coming to 
terms with these new groups. So far 
the bar has dealt with these new groups 
through its committees on the unau- 
thorized practice of law. At an earlier 
time, it is true, the challenges to the 
established work of the bar came 
merely from petty poachers, persons 
obviously unqualified to do the work. 
Now the problem has largely changed 
its character. No longer is the petty 
poacher the major challenger. The chal- 
lenger is the man who offers or seems to 
offer something the lawyer does not 
offer and who gives his services with 
greater efficiency and economy. The 
test, ‘unauthorized practice of law,’ is 
antiquated and inadequate. The new 
groups cannot rightly be regarded 
merely as rivals for work which are to 
be combatted or whose fields must be 
rigidly delimited. They must be recog- 
nized for what they are, collaborators 
in the common task of advising and 
guiding clients. The bar should take 
measures to examine the whole situa- 
tion afresh and to see to it that this new 
expertness is made available to clients 
who need it in a way which does not 
involve burdensome and unnecessary 
fees.” 

These comments may be merely 
straws in the wind, but they tell us 
something that may be very important. 
To me they say, when added to the 
proposals of Dean Griswold: “Here is 
evidence of reasoned thinking. Here 
is hope for a rational and reasonable 
understanding. Here is hope for a new 
peace between our two great profes- 


sions. 


The four proposals 

The steps are simple. I propose that: 

|. The Treasury conform its regula- 
tions to the actual practice before the 
Department and the principles sug- 
gested by Dean Griswold. 

2. The American Bar Association ap- 
prove such an amendment to the Treas- 
ury regulations. 

3. The Institute consider amending 


its code of ethics to provide that ac- 
countants may not prepare legal docu- 
ments on any occasion and that ac- 
countants may not employ lawyers and 
hold out their services as lawyers. 

4. Cooperative machinery be estab- 
lished between the two organizations 
to deal with all complaints of members 
of one against members of the other, 
within the spirit of the Statement of 
Principles adopted by them several 
years ago. 

We need now only to bring to bear 
the statesmanship and leadership that 
both professions possess in full meas- 
ure. I urge upon both the sensible 
fact that they owe it to their own fu- 
tures and to the interests of the public 
to adopt such a course by whatever 
means seem feasible. 

To seek to solve one’s differences 
peaceably is not appeasement and it is 
not surrender of principle. It is the 
challenge of today—in this era of re- 
laxed tensions of the world and of new 
statesmanship among peoples. And 
every solution that is reached which 
dispels the emotions of controversy 
adds to the stature of man. vw 


4. changes in tax law urged 
by Bar Association 


_ ON THE RECOMMENDATION of 
£% its Section of Taxation, the House 
of Delegates of the American Bar Asso- 
ciation voted at its annual meeting in 
Philadelphia to recommend these four 
changes in the 1954 Code: 


Statute of limitations 


These two proposed amendments 
would amend the Internal Revenue 
Code of 1954 to make the statute of 
limitations on refund claims the same as 
it is on deficiency assessments where 
returns are filed after the original due 
date but before the expiration of an 
extension. The proposed amendment to 
Section 6511(a) would substantially 
restore the rule prevailing under the 
1939 Code, which was changed in the 
1954 Code in an unfortunate and un- 
successful attempt to remove a trap for 
pay-as-you-go taxpayers. Our proposed 
amendment to Section 6513(b) would 
remove that trap in the way it ought 
to be done, by making the limitation 
period on their refunds, as well as those 
of all other taxpayers, coextensive with 
the period in which deficiencies can be 
assessed against them. 
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Waivers by transferees and fiduciaries 


This proposed amendment would 
give waivers of the statute of limita- 
tions executed by transferees and fidu- 
ciaries the same effect as those executed 
by everyone else—namely, the waivers 
would extend the limitation period on 
refunds as well as deficiencies. This 
rule now applies under the 1954 Code, 
and this amendment would make it ap- 
plicable to tax years governed by the 
1939 Code as well. 

HR 5428, by Mr. Keogh, which 
would accomplish this result, has passed 
the House of Representatives and is 
pending in the Senate. We would sup- 
port it if so authorized by the approval 
of this resolution. 


Conclusive effect of registration 


Section 7502(c) should be amended 
to give registration conclusive effect, 
instead of merely prima facie effect. As 
the section now stands, there is uncer- 
tainty whether evidence of fruitless 
search would rebut the presumption of 
delivery, and if it would the entire 
effect of the provisions would be 
largely lost. 

In the past, the Association recom- 
mended that a petition to the Tax 
Court should be deemed filed at the 
time it was registered for mailing. 
Section 7502 was apparently a response 
to that recommendation, broadened to 
apply to practically all documents re- 
quired to be filed under the 1954 Code, 
but narrowed so that sending any regis- 
tered mail is prima facie evidence of 
delivery instead of conclusive. 

The Committee believes that if Sec- 
tion 7502(c) is not to be rendered use- 
less by the possibility that evidence of 
fruitless search will rebut the presump- 
tion arising from use of registered mail, 
it should be amended as proposed. 


Basis of restricted stock option not 
exercised prior to death 


The Internal Revenue Code presently 
provides a stepped-up basis for stock 
which is sold by the estate of a dece- 
dent where the stock was acquired 
through the exercise by the decedent 
himself of a stock option prior to his 
death. Where the estate of the em- 
ployee, after his death, exercises the 
option, no stepped-up basis is provided. 
The proposed amendment would elim- 
inate the discrimination against the 
estate in such cases by providing for 
a stepped-up basis where the estate 
exercises the option. 
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AIA clarifies auditor’s responsibility for 


tax events subsequent to statement date 


by R. A. LILE, CPA 


[The editors asked Mr. Lile, a member of the committee which released Statement 
on Auditing Procedure No. 25, dealing with the auditor's responsibility for dis- 
closure of events subsequent to the balance-sheet date, to analyze this statement 
with respect to tax events which occurred after the statement date] 


ry.AX EVENTs which occur between the 
balance-sheet date and the time the 
statements are released with the audi- 
tor’s opinion attached can change com- 
pletely the financial picture of a busi- 
ness. Disputes can be settled, assess- 
ments made, laws passed, which can 
render valueless statements which do 
not take into account these events. 

For ten years now highly competent 
thinkers in the accounting profession 
have been arguing back and forth as to 
the amount of responsibility the auditor 
should take for detecting and disclosing 
these post-closing events. The American 
Institute of Accountants’ committee on 
auditing procedure released its State- 
ment on Auditing Procedure No. 25, 
dealing with this matter, about a year 
. ago. What, in this year since this re- 
sponsible body has expressed its views, 
can now be expected from the auditor 
with respect to post-closing tax events? 
What significance should be attached to 
the date of completion of work in the 
client’s office, to the date a condensed 
report is completed and delivered to 
the client, to the date the detailed re- 
port is completed and delivered to the 
client? 

Some profound thinkers in the ac- 
counting profession argue that the 
auditor has no responsibility for making 
any audit subsequent to the end of 
the fiscal year. They say he should be 
responsible only for reporting such sub- 


sequent events as are known to him 
(and affect his judgment as to the state- 
ments). These should be included as 
changes in the statements themselves 
or in notes thereto. An exception under 
this theory is that the auditor incurs a 
liability if he ignores subsequent events 
of importance which have come to his 
attention. 

The principal point of difference 
between the foregoing viewpoint and 
that of the AIA’s committee is that, 
whether the auditor likes it or not, the 
date of the auditor’s report is considered 
by others to be significant in relation 
to his responsibility for post-balance- 
sheet events. The significance of the 
date of the report, the committee holds, 
is that it relieves the auditor of his 
responsibility for obtaining any infor- 
mation about events that may have 
transpired after the balance-sheet date. 
Up until the date of the report, the 
auditor has the responsibility for fol- 
lowing certain minimum and well-ac- 
cepted procedures leading to knowl- 
edge of information of a _ material 
nature. 

Statement No. 25 calls for disclosure 
of significant items that take place after 
the date of the balance sheet and up to 
the time the auditor releases his report, 
if such items have actually come to his 
attention before that time. Dating the 
report back to the time the auditor com- 
pletes his major auditing procedures 


would not seem to relieve him of the 
responsibility for disclosing an item of 
such material nature that it should have 
been disclosed if he actually knew 
about it, even though the event took 
place after major auditing procedures 
had been completed. 

We are here concerned primarily 
with the implications of Statement No. 
25 with respect to the disclosure of tax 
liability or circumstances derived from 
the client’s tax situation. 


Most likely events 


Probably the most frequent subse- 
quent event that would need to be 
recognized would be assertion of a sub- 
stantial tax deficiency by a revenue 
agent prior to issuance of an account- 
ant’s report. Even though the account- 
ant might feel that the taxpayer had a 
good defense, such a happening would 
require disclosure at least by footnote. 

Similarly, claims for refund may be 
pending and even have been entered 
on the balance-sheet. Subsequent to the 
balance-sheet date the claims may be 
examined and the revenue agent may 
take a dim view of their validity even 
though the taxpayer considers its posi- 
tion sound. 

Renegotiation or contract-price-rede- 
termination proceedings may progress 
to a point where it may be appropriate 
to disclose the possible renegotiation 
and related tax consequences. 

At a post-balance-sheet date State 
authorities may assert that various re- 
turns should have been filed and that 
various taxes, penalties, and interest are 
applicable, though the company con- 
tends that its activities do not constitute 
doing business. 

Events may occur after the balance- 
sheet date which would indicate quite 
certainly that operating losses would be 
sustained in the subsequent period, 
with carry-back opportunities, and it 
may be appropriate to disclose the in- 
come-tax consequences of such a situa- 
tion. 

Retroactive changes in tax rates could 
cause a tax provision based upon rates 
in effect at year end to be misleading. 
The recent retroactive repeal of Sec- 
tions 452 and 462 of the Internal 
Revenue Code, which were used by 
many corporations in computing their 
tax provisions for the calendar year 
1954 or fiscal years ending in 1955 and 
produced substantial tax savings, may 
create situations which call for a revi- 
sion of statements embodying the retro- 
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active effect of the repeal. The progress 
of legislation leading to ultimate pas- 
sage of the Excess Profits Tax Act of 
1950, retroactively effective July 1, 
1950, caused numbers of footnotes to 
be added to statements issued for cor- 
porations having fiscal years ending 
during the last half of 1950. 

A change subsequent to balance- 
sheet date in an adopted plan for com- 
pliance with certain tax requirements 
or similar requirements such as reversal 
of a corporate decision to replace an 
asset involuntarily converted, or aban- 
donment of a plan of liquidation, or a 
determination that a twelve-month 
liquidation plan could not be completed 
within that time, may require disclosure 
if they occur after the balance-sheet 
date. 

Failure to make timely payment of 
certain items, deductible in a tax year 
if actually paid within a given time 
after year end, (such as contributions, 
interest, wages, bonuses, etc.) might 
require disclosure. 


Present practice of CPAs 

Many accounting firms make it a 
practice to disclose pertinent changes 
in tax position if such changes occurred 
prior to the issuance of an opinion. 
They do not necessarily distinguish be- 
tween situations that arose before or 
after balance-sheet date, but feel that 
if they happened before signing and 
dating an opinion, the recipient of the 
statement would be entitled to ade- 
quate disclosure. 

The possible situations which prob- 
ably would require disclosure are al- 
most unlimited. Those mentioned 
above probably are the most likely to 


be encountered with any frequency. 


Examples in reports 


The language used in some published 
reports illustrates the manner in which 
accountants have made disclosure of 
post-balance-sheet events. In the 
Beech-Nut Packing Company annual 
report for 1953, Note 2 read: 

“Early in 1954 the U.S. Treasury De- 
partment finally approved a net refund 
of $463,397, based on a redetermination 
under Section 722 of the Internal 
Revenue Code, of excess profits taxes 
paid for the years 1940-1945 inclusive. 
On February 1, 1954 the Company re- 
ceived $599,604 which included inter- 
est of $136,207. The amounts of tax re- 
fund and interest were not reflected in 
the financial statements at 12/31/53. 


Columbia River Packers Association, 
Inc. annual report for 1953 contained 
the following as Note B: 

“The Treasury Department has pro- 
posed additional income taxes and 
penalties aggregating $910,334.08 (ex- 
clusive of interest) for the years 1944 
and 1945, which the company is pro- 
testing. Tax counsel anticipates that 
practically all of the proposed assess- 
ment will be eliminated. Federal tax 
liability for the years 1946 to 1951, in- 
clusive, has been settled.” 

One of the most interesting and im- 
portant illustrations of disclosure in- 
volving close timing is that of Air Re- 
duction Company, Incorporated. The 
company had appealed a tax decision 
to the United States Supreme Court on 
January 9, 1949, the accountant’s re- 
port on the year 1948 was dated March 
9, 1949, and the company president’s 
letter in the annual report was dated 
March 28, 1949, though it obviously 
had gone to press some earlier. On that 
same date, March 28, 1949, the Su- 
preme Court ruled adversely, so the 
footnotes take on an added interest in 
retrospect. 

“In 1944 the Federal Government as- 
serted a claim against three of the 
Company’s subsidiaries for additional 
income and excess profits taxes for the 
year 1938, aggregating $1,066,253.10. 
The companies denied all liability and 
the case was tried in the Tax Court of 
the United States in November 1945. 

he Government contends that certain 
intercompany contracts should be dis- 
regarded. Such contracts have been in 
force since 1917, have always been fully 
disclosed to the Government and have 
been consistently adhered to by the 
Company and its subsidiaries in their 
operations and in their tax returns. Re- 
turns for the years prior to 1938, pre- 
pared on that basis, were all accepted 
and passed, without objection, by the 
Government. Under date of March 26, 
1947, the Tax Court decided the 1938 
case in favor of the companies. The 
Government appealed the decision to 
a higher court where the Tax Court’s 
decision was reversed in favor of the 
Government. Accordingly, the com- 
panies appealed this latter decision to 
the Supreme Court of the United States 
where the case was heard on January 
6, 1949 and decision is pending. If the 
Government were ultimately to succeed 
in this litigation it probably would as- 
sert similar tax claims for the years 1939 
to 1942, inclusive, and it is estimated 
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that such claims, together with the 
present claim for 1938 including inter- 
est to December 31, 1948, may aggre- 
gate ‘approximately $5,100,000.” 

Footnote A to the 1949 statement 
said: 

“In 1944 the Federal Government as- 
serted a claim against three of the Com- 
pany’s subsidiaries for additional in- 
come and excess profits taxes for the 
year 1938, aggregating $1,066,253.10. 
The companies denied all liability and 
the case was tried in the Tax Court of 
the United States in November 1945. 
The Government contended that certain 
intercompany contracts should be disre- 
garded. Such contracts had been in 
force since 1917, had always been fully 
disclosed to the Government and had 
been consistently adhered to by the 
Company and its subsidiaries in their 
operations and in their tax returns. Re- 
turns for the years prior to 1938, pre- 
pared on that basis, were all accepted 
and passed, without objection, by the 
Government. Under date of March 26, 
1947, the Tax Court decided the 1938 
case in favor of the companies. The 
Government appealed the decision to 
the United States Court of Appeals for 
the Second Circuit where the Tax 
Court’s decision was reversed in favor 
of the Government. The companies then 
appeared this latter decision to the Su- 
preme Court of the United States where 
the case was heard on January 6, 1949. 
On March 28, 1949 the Supreme Court 
affirmed this decision in favor of the 
Government. Inasmuch as the Govern- 
ment has succeeded in this litigation it 
probably will assert similar tax claims 
for the years 1939 to 1942, inclusive, 
and it is estimated that such claims, 
together with the present claim for 
1938, including interest to December 
31, 1949, may aggregate approximately 
$5,300,000. However, certain questions 
as to the proper determination of the 
amounts of tax deficiencies were not de- 
cided by the Tax Court or the Court of 
Appeals and, consequently, were not 
passed upon by the Supreme Court in 
its opinion of affirmation. Counsel for 
the companies has filed with the Tax 
Court an alternative computation for 
the year 1938 which, if upheld, will re- 
sult in payment to the Government of 
an amount substantially less than the 
sum claimed. In the opinion of com- 
pany officials, the amounts which ulti- 
mately will become payable for the 
years 1938 to 1942, inclusive, may be 
substantially less than the sum of 
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$5,300,000 mentioned above but are 
not presently determinable.” 

One feature indicated by the Air Re- 
duction situation is that a proposed as- 
sessment may be stated for an earlier 
period and may come to light during 
the “subsequent” period. The additional 
taxes may be for one or two years and 
there may be an interval of one or more 
additional years not examined by the 
agents but where the same condition 
exists in the client’s tax returns. If the 
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Government should succeed in main- 
taining its assessment for the earlier 
years, there will follow additional as- 
sessments for later open years so that 
the subsequent event which needs dis- 
closure would take on a double aspect. 

Generally speaking, any change in 
the tax situation, of a sufficiently mate- 
rial amount, may require disclosure 
where an event happens or is pending 
and may become a definite liability dur- 


ing a subsequent period. 3 


Goodwill not mentioned in sale of account- 


ing partnership; capital gain denied 


W HEN THE NON-RESIDENT partners of 
F. G. Masquelette & Company in 
E] Paso sold their interests in that office 
to the E] Paso partners, the agreement 
of sale said nothing about goodwill. The 
Tax Court now holds that the with- 
drawing partners realized ordinary in- 
come from the entire proceeds of the 
sale. Since goodwill was not specifically 
mentioned as separate from other assets, 
it was held that the proceeds from the 
intangible part of the sale were for the 
covenant not to compete, rather than 
for goodwill, and thus were denied capi- 
tal gain treatment. 

With the advantage of hindsight, it 
now appears that it may have been 
possible to set up the agreement in such 
a way that the desired capital gains 
treatment could have been obtained. 
This could have been accomplished by 
relatively simple changes in the word- 
ing of the setting forth 
specifically the goodwill elements which 
are normally shifted from the seller to 
the purchaser in this type of sale. 

One of the major contentions of the 
court was that there was no goodwill in 
the transaction because the firm name 
was not transferred to the purchasers. 
While it is true that there is a certain 
element of goodwill in a company name, 
this is not the only, or necessarily the 
most important, item that gives rise to 
goodwill in carrying on an accounting 
practice. 

The following quotation from the 
Tax Court’s opinion (Estate of F. G. 
Masquelette, TCM 55-221, (3 JTAX 
279) ) explains the court’s reasoning: 

“Taxpayers were nonresident mem- 
bers of F. G. Masquelette & Company 


agreement 


of El Paso, an accounting copartnership. 
In May 1948 an agreement was entered 
into whereby the taxpayers agreed to 
sell their respective interests to the 
resident partners. Although the part- 
nership was on the cash basis of ac- 
counting, the unbilled and uncollected 
fees were accrued and the capital ac- 
counts were adjusted accordingly as 
of May 1, 1948. During 1948 petitioners 
received payment of their capital ac- 
counts representing accrued distribut- 
able income and the book value of the 
assets. In addition, petitioners sold cer- 
tain intangible assets, reserved the use 
of the name of ‘F. G. Masquelette & 
Company, and agreed not to compete 
in the El] Paso area for a period of five 
years. The so-called ‘intangible assets’ 
were specified in the agreement as con- 
sisting of the files pertaining to clients, 
library, stationery, office furniture and 
equipment, the office lease, and ‘the 
right to serve clients within a limited 
area. The agreement does not mention 
goodwill. 

“It is well established that goodwill 
is a capital asset and any gains result- 
ing from the sale thereof are capital 
gains. (Aaron Michaels, 12 TC 17 
[Dec. 16,758,] acq., CB 1949-1, 3.) 
However, we do not agree with peti- 
tioners that goodwill was a part of the 
assets transferred to the resident part- 
ners. Aside from the fact that the Mav 
1948 agreement omitted any reference 
to goodwill, we think it clear that the 
consideration paid for the intangible 
assets was for certain enumerated phys- 
ical assets pertaining to the office, the 
lease thereon, and an amount to com- 
pensate petitioners for refraining from 


entering into accounting activities in 
the El Paso area for a period of five 
years. The record shows that the firm 
of F. G. Masquelette & Company had 
operated in El] Paso for many years and 
that much of the business of that office 
resulted from the reputation of Mas- 
quelette for accurate and capable work 
as an accountant. A large part of the 
going business value of the partnership 
attached to the goodwill that the name 
of ‘F. G. Masquelette & Company’ bore. 
That name was specifically retained by 
taxpayers. At the same time petitioners 
agreed not to compete with the resident 
partners to whom they sold their in- 
terests. We hold that such covenant 
was an item separate from the goodwill 
attaching to the partnership name of 
F. G. Masquelette & Company. Accord- 
ingly, such amount as was paid for the 
covenant is ordinary income and not 
income from the sale of a capital asset. 
(Estate of Mildred K. Hyde, 42 BTA 
738 [Dec. 11,310].) The cases of 
Toledo Newspaper Co., 2 TC 794 
[Dec. 13,512], Toledo Blade Co., 11 
TC 1079 [Dec. 16,736], affd. per 
curiam, 180 F. (2d) 357 [50-1 ustc 
{ 9234], and Ethyl M. Cox, 17 TC 
1287 [Dec. 18,779], relied upon by 
petitioners, are distinguishable in that 
in those cases the particular covenant 
not to compete was nonseverable and 
had only the function of assuring the 
purchasers the beneficial enjoyment of 
the goodwill which was transferred. 
The case of Rodney B. Horton, 13 TC 
143 [Dec. 17,116], n. acq., VB 1949-2, 
4, appeal dismissed, 180 F. (2d) 354, 
is likewise inapplicable since we held 
there that the selling partner transferred 
the goodwill along with the partnership 
name in the sale and dissolution of his 
accounting practice.” * 


Sec. 1237 clarifies taxable 
gains from property 
subdivisions 


THE NEW CobE should bring some sur- 
cease from the flood of protest and liti- 
gation over the question of when is 
capital-gain treatment permissible on 
sales of real estate. No month goes by 
without half a dozen such cases in the 
courts. Worst of all, these decisions are 
are not such as to provide a real-estate 
owner with a good guide for tax plan- 
ning purposes. 

The provisions of the new Section 
1237 are well analyzed by John D. 
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Carleton, a CPA and partner of Carle- 
ton and Peters, Oklahoma City, in his 
presentation at the Fifth Annual In- 
come Tax Conference of the University 
of Oklahoma. He said this: 

The new law attempts to clarify this 
problem insofar as it effects the tax- 
ability of gains from subdivisions. Sec- 
tion 1237 of the new law sets out the 
necessary conditions in order that the 
gain may be treated as a capital gain. 

The new law states that any tract of 
real property owned by anyone except 
a corporation shall not be deemed to be 
held primarily for sale to customers in 
the ordinary course of trade or business 
solely because of the taxpayer having 
subdivided such tract, if (1) such tract 
had not previously been held for sale to 
customers in the ordinary course of 
trade or business and in the same year 
the taxpayer does not hold any other 
tract for sale to customers in the ordi- 
nary course of trade or business; and 
(2) no substantial improvement which 
materially enhances the value of the 
tract, or which is made pursuant to a 
sules contract entered into between the 
taxpayer and the buyer, is made by the 
taxpayer. (If a substantial improve- 
ment is made by the members of the 
taxpayer’s family, a corporation con- 
trolled by the taxpayer, a partnership in 
which the taxpayer is a partner, a lessee 
in such a way as to constitute income to 
the taxpayer, or by a division of the 
government, it will be deemed to have 
been made by the taxpayer.) and, (3) 
the property, except in the case of prop- 
erty acquired by inheritance or devise, 
has been held by the taxpayer for five 
years. 

Under Section 1237-(b) some special 
rules for the application of this section 
are set out: 

1. If all of the above-mentioned re- 
quirements are met, the first five sales 
are treated as capital gains. However, 
this is qualified so as to eliminate any 
of the first five sales which falls in the 
year the sixth sale is made. 

2. Expenses of the sale apply first 
against ordinary income, only the ex- 
cess of expenses over ordinary income 
from the subdivision sales will be ap- 
plied against capital gains. 

3. If the taxpayer has held the prop- 
erty for ten years or more, the improve- 
ment shall not be considered a sub- 
stantial improvement if: (a) it is for 
buildings or installation of water or 
sewer facilities or for roads; (b) it is 


shown that the property would not 
have been marketable at prevailing 
prices if the improvements were not 
made; (c) taxpayer elects to make no 
adjustment to the basis of the real es- 
tate on account of the expenditures for 
such improvements. 

Should the taxpayer fail to qualify 
for capital-gain treatment, the gain up 
to 5% of the selling price is treated as 
ordinary income, the balance as capital 
gains. 

It will be noted that this section does 
not apply to corporations; but if the 
corporation can prove the property was 
not held for sale to customers, it still 
will be allowed capital-gain treatment. 
This section appies to sales made after 
1953. bas 


A little sermon for 
some taxpayers 


ONE REASON some taxpayers have so 
much trouble is that they're so dumb. 
And most tax men feel there is a line 
beyond which they can’t go properly 
in beating the client over the head to 
make him use good sense. Having in 
mind the frustration suffered by many 
tax men from this cause, we were de- 
lighted with Dixon Fagerberg’s sermon 
in The Journal of Accountancy recently. 
He conducts a “Practitioner’s Forum” 
in that journal, and while it isn’t a tax 
column, his advice is surely good for 
tax men. He says: “To those of you who 
are sympathetic to the cause but dubious 
about the wayward client’s willingness 
to follow abstract advice, we suggest 
that you read the Tax Court case of 
J. D. O'Connor, TCM 1954-90. 

“Take, for example, the very common 
case of a person’s paying out personal 
funds for the benefit of the partnership 
or corporate business in which he is 
financially interested. He may be 





Grant of publishing rights held license, 
not sale; no realization of capital gain. 
[Acquiescence.] George Santayana, in 
1941, gave the taxpayer the manuscript 
of his autobiography, Persons and 
Places. Taxpayer in 1942 gave Scrib- 
ner’s the right to publish and sell the 
work in the U.S. and Canada in all but 
serial form. In 1943 on the objection 
of Santayana’s nephew, his residuary 
legatee, an agreement was made where- 
by the monies received were to be put 
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shocked, but has it ever occurred to 
him that such outlays are not deduct- 
ible either by him or by his company 
unless the transaction (a reimbursable 
expense advance, i.e., a loan) is prop- 
erly handled? Yet that’s exactly the 
way the ball bounces. As the court 
explains: 

““After the organization of the cor- 
poration it was a separate and distinct 
business. Amounts spent by petitioner 
in his various trips to Los Angeles 
were not incurred on behalf of his own 
trade or business, but rather on behalf 
of that of the corporation. Hence, they 
are not deductible . . . We do not re- 
gard it as ordinary and necessary that 
he actively participate in the manage- 
ment of the corporation in which he 
owns stock. The cost of services ren- 
dered by petitioner was properly an 
expense of the corporation, and would 
be deductible by it, had it reimbursed 
him.’ 

“The right way, respecting the en- 
tities, is so easy, so conclusive, both 
accountingwise and taxwise. But what 
happens when the entities are ignored 
and the transactions are short-circuited? 
Not only is the tax deduction denied. 
The best accounting minds suddenly 
begin to swim in a penumbra of doubts, 
some holding that the expenditures are 
a gift to the other stockholders, others 
that they are a capital contribution, and 
still others that they are an adjustment 
of the basis of the shareowners’ stock, 
et cetera ad infinitum. 

“All in all, you'll find the O’Connor 
case is interesting reading. It abounds 
in typicalities and practicalities involv- 
ing eight issues of which we have 
mentioned only one. It documents the 
fact that, in the world of the practic- 
ing accountant, too, truth is frequently 
stranger than fiction.” * 


into escrow from which taxpayer was 
entitled to a maximum of $12,000, 
which sum he received in 1944.. The 
court held that (1) the gift of the 
book was made prior to 1942 (2) the 
transaction with Scribner’s was a license, 
but that (3) the taxpayer had the right 
to receive only $12,000 in 1944 and 
since his right to the remainder was 
not resolved until 1945 only the royal- 
ties under the agreement were income 
in 1944. [The 1954 Code specifically 
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excludes “a copyright, a literary, musi- 
cal or artistic composition” from the 
definition of capital assets. Ed.] Cory 
23 TC 775, acq. IRB 1955-36. 


Capital gain allowed on 2 of 20 proper- 
ties. [ Acquiescence.] Taxpayer corpora- 
tion, in 1946, acquired a large undevel- 
oped tract of land intended for the 
construction and rental of a shipping 
center. Unable to develop this project 
because of zoning restrictions it sold 2 
parcels in 1947. In 1948, 1949 and 1950 
it sold another 18 parcels which it had 
acquired for the building of housing 
projects or eventual resale. The court 
held that the taxpayer was entitled to 
capital gain treatment on the 2 isolated 
sales but not on the other 18. The latter 
involved parcels held for resale when- 
ever a satisfactory profit could be ob- 
tained. The frequency and substantiality 
of these sales indicated that taxpayer 
was a dealer in undeveloped land and 
gain derived thereupon was taxable as 
ordinary income. Curtis Co., 27 TC 
740, acq. IRB 1955-36. 


Age alone is not proper basis for classi- 
fying “breeding” cattle. Whether or not 
cattle which has been sold can be treated 
as having been held primarily for breed- 
ing. purposes and not for sale in the 
ordinary course of business is a factual 
question. The cannot 
arbitrarily hold that profits on sales of 
all male cattle under 34 months of age 
and all female cattle under 26 months 
of age must be treated as ordinary in- 
come. On the facts the court finds tax- 
payer held the cattle for use as breeders 


Commissioner 


in his business. The gain is capital. 
Bartlett, TCM 1955-259. 


Payments held to be for sale of stock 
and not for release of contract. Tax- 
payer was president and general man- 
ager of a company of which he and his 
family owned about 10% of the stock; 
his sister-in-law controlled the company. 
Taxpayer had had successive five-year 
contracts giving him 25% of the profit. 
Due. to expansion and borrowing dur- 
ing the his com- 
pensation had to stop. In 1943 he ac- 
quired the company. In 
January, 1949, his last profit-sharing 
contract ended. In December, 1949, he 
sold all his stock to a large customer. 
The Commissioner argued that the pay- 
ment for the stock was in reality for 
cancellation of the employment con- 
tract. The Tax Court pointed out that 


war payment of 


control of 


December 1955 


the employment contracts had expired; 
that all the evidence supported tax- 
payer’s position; that the Commissioner 
was merely suspicious that the true 
state of affairs was different from the 
record. The Court said, “We cannot 
indulge in speculation.” Herkness, 
TCM 1955-262. 


Ordinary loss on bonds purchased to 
assure supplies. Taxpayer, a lumber 
wholesaler, purchased $10,000 deben- 
tures of a newly organized plywood 
company, whose output (then very 
much in demand) would go to deben- 
ture holders. The wholesaler did not 
intend to hold the debenture as an in- 
vestment. The Tax Court held that the 
loss upon its worthlessness was deduc- 
tible in full as a business expense. It 
was not a capital loss. Tulane Hardwood 
Lumber Co., 24 TC No. 129. 


A limited interest in an oil and gas 
lease is a capital asset. Taxpayer, P. G. 
Lake, Inc., owed P. G. Lake $600,000. 
In cancellation of the debt it transferred 
25% of 7/, of all oil and gas upon two 
leases owned by it entitling the creditor 
to receive that portion of all production 
payments from the leases until he had 
recovered $600,000 plus interest there- 
on. Following many similar cases the 
Tax Court holds the sale resulted in 
capital gain and not ordinary income. 
Lake Co., 24 TC No. 114. 


Sulphur payments like oil payments can 
be transferred for capital gain. Tax- 
payer pooled overriding 
royalty of 9¢ a ton of sulphur produced 
on a certain tract. He conveyed 86% 
of this (i.e., 81/, cents) on 6 million 
tons ($50,000) for $46,500 payable 
two It was estimated the 
$50,000 would pay out in 4 years. The 
Tax Court holds the transaction was a 


owned a 


over years. 


transfer of property not an assignment 
of income. Gain on the installments re- 
ceived for the conveyance was taxable 
as capital gain. Weed, 24 TC No. 116. 


Right to income received in liquidation; 
collection is capital gain. [ Acquiescence; 
non-acquiescence.] Taxpayer received 
certain rights in liquidation of preferred 
stock in a housing corporation. Among 
these rights were certain power sales 
contracts. The Tax Court found they 
had no value when received and that 
subsequent collections were capital. 
The Commissioner does not acquiesce 
in the holding that the gain was capital. 


Bradford, 22 TC 1057; acq. 
1955-11; non-acq. IRB 1955-37. 


IRB 


Capital gain denied on “sale” of sand 
and gravel rights. Taxpayer granted 
another exclusive rights to remove sand 
and gravel from his property for a 15- 
year period, at a stated price per unit, 
subject to advance and minimum pay- 
ments. The Court holds that these re- 
ceipts were ordinary income subject to 
the depletion allowance, not capital 
gain. Barker, 24 TC No. 132. 


DEDUCTIBILITY 


“Rentals” not deductible; “lessees” ac- 
quired substantial equity in property. 
The court holds that taxpayer could not 
deduct so-called “rental” payments 
under a lease-option agreement. The 
payments, it holds, were in fact pay- 
ments of the purchase price of the 
property. The “rental” payments were 
far in excess of the fair rental value, and 
were fixed at amounts which when 
added to the option payment and the 
ultimate “sales price” under the option 
would equal the fair market value of 
the property. Haggard, 24 TC No. 125. 


Money advanced to send junior to col- 
lege was a gift. Taxpayer’s father had, 
some twenty years ago, advanced 
money to his son for his medical educa- 
tion. Taxpayer now makes payments to 
the father and claimed them as interest 
on the advances. The Tax Court holds 
that the advances were in the nature of 
gifts, not loans. $100 monthly pay- 
ments were not interest payments and 
could not be deducted. Mercil, 24 TC 
No. 130. 


Ruling on deductibility of Pa. tax on 
shareholders not retroactive. Rev. Rul. 
92 held that the Pennsylvania tax on 
shares of bank and other corporate stock 
accrued in the taxable year imposed 
even though paid in a later year. Be- 
cause prior to the ruling the tax was 
allowed only when paid, the ruling 
will not apply retroactively to taxable 
years prior to 6/8/53. Rev. Rul. 55-615. 


Expenses are “paid” if notes are issued. 
IRS changes position. The Code forbids 
deduction of accrued expenses due a 
related cash-basis taxpayer unless pay- 
ment is made shortly after the close of 
the year. The IRS is abandoning its 
position that notes do not constitute 
payment. It holds that when a solvent 
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taxpayer issues its notes for expenses 
and interest within the year, or two and 
one-half months after its close, and such 
notes have a fair market value at the 
time of issuance which is equal to its 
face value, then the face values of such 
notes are deductible by the taxpayer 
in computing net income for the tax- 
able year pursuant to Sec. 24(c) of the 
1939 Code. Rev. Rul. 55-608. [Non- 
acquiescence in Heat Bath Corp. (14 
TC 332) and Akron Welding (10 TC 
715) withdrawn; acquiescence in them 
and in Mid-State Products (21 TC 696) 
IRB issued 1955-40. ] 


Deduction denied for life insurance 
premiums paid to protect investments. 
Taxpayer purchased contingent re- 
mainder interests as an investment. 
Since he would get nothing if the re- 
maindermen did not survive the life 
tenants, he took out insurance policies 
on the lives of the remaindermen solely 
as a protection for his investment. De- 
duction of the premiums paid was dis- 
allowed as a business expense ina-:auch 
as the insurance proceeds, when paid 
by reason of death, will constitute tax- 
exempt income. Jones, 25 TC No. 2. 


Loss of exclusive rights to news service 
not deductible. A publishing corporation 
which had paid valuable consideration 
for a membership contract in the Asso- 
ciated Press lost its exclusive rights to 
the AP service in 1945 when the AP 
amended its by-laws to eliminate the 
non-competitor provisions. The corpora- 
tion was denied a tax loss in 1945; there 
was at most a reduction in value of its 
rights. Independent Publishing Co., 
[TCM 1955-274. 


Contribution to hospital may be a capi- 
tal expenditure. A corporation made 
payments to a hospital association under 
an agreement granting the corporation 
particular rights for the care of its em- 
ployees for 10 years in the hospital 
facilities to be constructed with the 
funds. The corporation had previously 
sent injured employees 15 miles to a 
hospital. The new hospital would re- 
tain certain rooms for these employees 
exclusively. The corporation had 
pledged a contribution equal to the total 
pledged by its employees and employees 
of other firms in the area. Taxpayer’s 
employees and their families however 
are 95% of the population of the area. 
The Service holds the payments are not 
charitable contributions, but constitute 


capital expenditures depreciable over 
the 10-year period. Rev. Rul. 55-616. 


Title company’s reinsurance reserve ex- 
cluded from taxable income. Taxpayer, 
a title insurance company, was required 
by state law to set up a premium re- 
serve for reinsurance. Following its 
decision in Home Title Guaranty (15 
TC 637) the court holds that taxpayer 
may deduct the amount added to the 
reserve. City Title Insurance Co., TCM 
1955-233. 


Officers’ salaries deductible when un- 
conditionally credited to their account. 
[Acquiescence.] Salaries which were 
voted to two of taxpayer’s officers during 
the taxable years were deductible since, 
owning two-thirds of the taxpayer's 
stock, they had absolute contro] over 
the payment of salaries, which could 
have been paid if desired. Such salaries 
had been unconditionally credited to 
their accounts. Platt Trailer Co., 23 TC 
No. 135 acq. IRB 1955-40. 


Delaware realty taxes accrued on lien 
date. Delaware ad valorem taxes on 
real estate for 1949 accrued and became 
payable on July Ist when they became 
a lien on the property. A taxpayer who 
acquired the property on May 2nd 
of that year and paid the tax could 
take the full deduction. [Under 1954 
Code the deduction for taxes on real 
estate can be apportioned between 
seller and purchaser in year of sale. Ed.] 
Keil Properties, Inc., 24 TC No. 123. 


Liquor and other entertaining expenses 
were deductible. Taxpayer, a corpora- 
tion in the automobile business, claimed 
substantial deductions for the cost of 
liquor. Officers of the corporation testi- 
fied that such expenses were customary 
in the business and contributed to its 
substantial growth. The court found 
that the expenses were incurred; were 
ordinary and necessary in the business, 
and were, therefore, deductible. Fred 
Ward, Inc., DC Colo., 5/4/55. 


Can't deduct property paid to APC as 
interest of enemy stockholders. Tax- 
payer, a Netherlands corporation, was 
partly owned by German shareholders. 
The corporation turned over to the 
United States Alien Property Custodian 
property in this country roughly equiva- 
lent to the value of the German interest 
in the corporation. It claimed a tax 
deduction for this payment, contending 
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it to be a loss “connected with income 
from sources within the United States.” 
The court denied the deduction; the 
property was taken under the Trading 
with the Enemy Act and its allowance, 
as in the case of a fine or a forfeiture, 
would be against public policy. Alge- 
mene Kunstzijde Unie, N. V., CA-4, 
9/19/55. 


Contested tax deductible when paid. 
[Acquiescence.] Taxpayer contested ex- 
cess profits taxes for 1943 and 1944, 
He paid them in a settlement of litiga- 
tion in June 1949. The Tax Court held 
that the operating loss for 1949 (as 
carried back to 1947) should be in- 
creased by this payment. As an accrual 
basis taxpayer, he is required to deduct 
contested taxes in the year of payment. 
Reis & Co. 20 TC 294; Acq. IRB 1955- 
41. 


High rent to daughter on land given 
her disallowed to _ parents. [Cert. 
denied.] Taxpayer had been renting 
farmland for about $900 a year. They 
transferred the lease as a gift to their 
daughter and paid her on a’ share-crop 
basis some $19,000 in the year in ques- 
tion. The District Court sustained the 
disallowance. There was no business 
purpose for the transfer affirmed. 
Kirschenmann, CA-9, 3/8/55, Cer- 
tiorari denied, 10/12/55. 


BAD DEBTS 


Investor in dozen enterprises allowed 
business bad debt. Advances made by 
taxpayer to a corporation were held to 
be loans not capital contributions. All 
the corporate stockholders intended 
them to be loans and recognized them 
as such. A business bad debt was al- 
lowed for their worthlessness since tax- 
payer was in the business of organizing, 
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conducting, investing in, lending to, and 
to some extent promoting some twelve 
enterprises. Scott, TCM 1955-258. 


Debts and securities held worthless on 
the evidence. Taxpayer corporation 
claimed deductions for bad debts and 
worthless Included in the 
debts were large advances to the prin- 
cipal stockholder. An accountant testi- 
fied that, in his opinion, the debts 
represented true accounts receivable 
which, together with the securities, had 
become worthless on the basis of identi- 
fiable events. Unsuccessful efforts to 
collect some of the items were testified 
to by an attorney. On the basis of this 
evidence, unrefuted by the Government, 
the court allowed the deductions. Fred 
Ward, Inc., DC Colo. 5/4/55. 


securities. 


WHAT IS INCOME 


Death gratuity to Congressman’s widow 
is a gift. A death gratuity specifically 
authorized by Congress or appropriated 
out of the House of Representatives’ 
contingent fund is a gift, excludible from 
the recipient’s income and from the 
decedent’s gross estate. The appropria- 
tion act creating the fund specified that 
payments from it are gifts. Rev. Rul. 


55-609. 


Guest taxable on auto won as a door 
prize. Taxpayer attended the annual 
dinner of the Poor Richard Club in 
1950. He did not pay for his ticket but 
was a guest. He won an auto as a door 
prize. The court holds that even though 
he paid no consideration for his dinner 
ticket, nevertheless, as a donee of one 
who did pay a consideration, he stood 
in no better tax position. Upon winning 
and receiving the prize, he realized in- 
. come measured by the fair market value 
of the auto won to the same extent as 
would his donor had the latter won the 
prize. [The new Code specifically treats 
all such prizes and awards as taxable 
income. Ed.] Sykes, 24 TC No. 131. 


Amounts received by officer held to be 
compensation and not loans. $25,500 
was received in 1947 by taxpayer, a 
corporate officer, as compensation. The 
Tax Court holds it was taxable income 
under the claim-of-right doctrine even 
though an agreement was subsequently 
entered into attempting to convert $5,- 
000 of the payment into a loan. For lack 
of substantiation by the taxpayer, the 
Commissioner’s disallowance of unreim- 
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bursed entertainment expenses was up- 
held. Goldfarb, TCM 1955-254. 


Can deduct operating losses though 
title is in corporation. An individual 
who had been conducting a mining busi- 
ness as a sole proprietorship was per- 
mitted to disregard the corporate entity 
of a wholly-owned corporation where it 
engaged in practically no business ac- 
tivity, owned no property, and issued 
no stock. Expenditures and losses in- 
curred in the mining venture were that 
of the individual taxpayer and not that 
of the corporation. Faris, TCM 1955- 
268. 


MISCELLANEOUS CASES 


Gains and losses recognized in stock- 
note farm transaction between brother 
and sister. A brother purchased from his 
sister stock in a corporation of which 
their father was president and principal 
stockholder. The sister had originally 
received the stock as a gift. The cases 
of the brother and sister are considered 
together. The brother gave his note to 
her in 1948 for the purchase price. In 
1949, to satisfy the note he sold her his 
interest in a farm. The court held that 
these were 2 separate transactions. The 
gain derived by the sister when she ex- 
changed her stock for the note was the 
difference between her adjusted basis 
for the stock (same as in her donor- 
parents’ lands) and the amount realized 
upon the exchange (fair market value 
of brother’s note). (Incidently, that gain 
escaped tax; the year was barred by 
the statute of limitations.) On her satis- 
faction of the note for an interest in the 
farm she realized gain in the amount of 
the difference between the value of the 
farm interest and the fair market value 
of the note including interest. Such gain 
is taxable as ordinary income since no 
sale or exchange was present and the 
note was held for less than 6 months. 
She failed to report such gain, but the 
year is not barred. She understated her 
gross income in an amount of at least 
25%. The 5-year statute of limitations 
applies. Taxpayer-brother sustained a 
loss on the stock-note-farm transaction. 
The basis of his farm interest exceeded 
the value of either the stock or note. 
Owen, DC Nebr., 9/9/55. 


“Substitute royalty” payments do not 
reduce gross income base for percentage 
depletion. Taxpayer made payments to 
another oil company entitling it to in- 


crease oil production from its own wells 
in conformance with rules of the Rail- 
road Commission of Texas. As these 
payments, called “substitute royalties”, 
were not dependent on production, they 
were not to be treated as rents or 
royalties paid in respect of taxpayer's 
oil wells. Therefore, in computing per- 
centage depletion, gross income, which 
is the base for the 271/,% rate, need 
not be reduced by such payments. 
Lake Co., 24 TC No. 114. 


Farmer not taxable on sales proceeds 
withheld by coop. Taxpayer was mem- 
ber of a citrus growers’ cooperative. He 
sold fruit to the association and the 
proceeds of its resale wére paid to him. 
However, the association deducted a 
contribution to the association’s capital 
stock revolving fund. The withheld 
funds were used in the association’s 
business and could not be withdrawn. 
The association issued to each grower 
capital stock in proportion to the amount 
of his delivered fruit. The stock was to 
be repurchased from him at a later date 
by payments from the fund. The 
Commissioner included the withheld 
amounts in taxpayer's income in the 
year of withholding but the Court held 
them not income to him at that time, 
since he actually or constructively re- 
ceived nothing. He will receive income 
when revolving fund payments are ac- 
tually made to him. Halladay, DC Cal., 
7/29/55. 


First-in, first-out rule applies to capital 
advances returned in same year. [Ac- 
quiescence.] Taxpayer advanced some 
$163,000 to his corporation which re- 
turned about $57,000 in the same year. 
By the end of the year the corporation 
was insolvent. To determine whether the 
losses were long or short term, the first 
advances made are considered repaid 
by the first returns. Kalich, 23 TC 672; 
acq. IRB 1955-37. 


Advances to principal stockholder qual- 
ified as loans. Taxpayer was the prin- 
cipal and controlling stockholder of a 
corporation from which he withdrew 
large sums of money which the Com- 
missioner claimed were dividends or 
distributions, and not loans. The tax- 
payer repaid about one-half of the 
amounts withdrawn. There were no 
corporate minutes authorizing the loans, 
no notes were signed, and no interest 
was paid. The court stated that an 
obligation and intent to repay were the 
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key factors. It held that both factors 
were present, therefore the withdrawals 
were loans. Fred A. Ward, DC Colo., 
5/4/55. 


Commissioner’s basis convincing in ab- 
sence of actual facts. The Commis- 
sioner determined the basis of 600 shares 
of stock acquired by taxpayer corpora- 
tion. It was not clear whether the trans- 
action was a purchase, a gift, or a con- 
tribution to capital. The Tax Court held 
the Commissioner’s figure reasonable in 
the light of the confused record. Inter- 
lochen Co., 24 TC No. 112. 


Beneficiary’s basis for property received 
for share of income is his cost. [ Acquies- 
cence.] Taxpayer was entitled to re- 
ceive in 1923 one-fifth of the income 
accumulated by a trust his father created 
in an automobile business. The trustee 
incorporated the business, and taxpayer 
accepted stock of the corporation in 
satisfaction of his claim. The Commis- 
sioner argued that the taxpayer’s basis 
for these shares, sold in 1948, was the 
trustee’s basis. The Court holds that 
since they were acquired in satisfaction 
of a money claim, taxpayer, in effect, 
purchased them. Their basis is his cost; 
i.e., the one-fifth of income given for 
them. Howard, 23 TC No. 121, Acq. 
IRB 1955-41. 


WHEN IS IT INCOME 


No gain on claims purchased from 
liquidators until cost is recovered. 
[ Acquiescence.] Taxpayer purchased for 
one sum a large number of assets of four 
insolvent savings and loan associations. 
The court held that allocation of the 
cost to particular items was impractical. 
No gain is realized until the total cost 
is recovered. United Mercantile 
Agencies Inc., 23 TC No. 139; Acq. 
IRB 1955-41. 


Income on property held by the Alien 
Property Custodian taxable when 
earned. Taxpayer received in 1950 from 
the Alien Property Custodian royalties 
collected by the Custodian in prior 
years. The Tax Court holds that under 
the vesting laws the income was the 
taxpayers and taxable in the earlier 
years, not in 1950. Oswald, 24 TC No. 
124. 


S & L dividends payable 1*/,, at office, 
income in following year. [ Non-acquies- 
cence withdrawn.] Taxpayer received 


dividends from various Savings and 
Loan associations in January. The Com- 
missioner asserted they were taxable in 
December because taxpayer could have 
collected them on December 31 at the 
various offices, mainly at a distance 
from his residence. The Tax Court held 
them taxable in the following year, 
when received. Fox, 20 TC 1094; Non- 
dcq. CB 1954-1, 8; Acq. IRB 1955-41. 


WORTHLESSNESS 


Stock with potential value not worth- 
less. Taxpayer in 1943 sold stock for 10¢ 
a share and claimed a net capital loss 
carryover for the years 1944 through 
1947. Although the Commissioner as- 
serted the stock became worthless at 
some indefinite time prior to 1943, the 
court held the stock had potential value 
and there was no “identifiable event” to 
establish worthlessness prior to the sale. 
Consequently the loss on the sale is 
allowable. Fort, TCM 1955-261. 


Card-punching machine worthless prior 
to year of claimed abandonment. Tax- 
payer who had patented a card-punch- 
ing machine claimed an abandonment 
loss for the patent in 1949. The court 
concluded that the invention was ob- 
solete and worthless prior to 1949, 
therefore the loss due to worthlessness 
was not deductible in 1949. Meyer, 
TCM 1955-271. 


NET OPERATING LOSS 


Salary is business incc me for determin- 
ing net operating loss. The IRS takes 
the position that salary or wages re- 
ceived by a taxpayer constitutes income 
derived from the operation of a trade 
or business regularly carried on by him 
and is to be so treated in computing a 
net operating loss, notwithstanding the 
Commissioner’s acquiescence “in result 
only” in the Luton case, (18 TC 1153) 
which held otherwise. Acquiescence “in 
result only,” this ruling states, means 
that while the Commissioner disagrees 
with the rationale of the case, he will 
not file an appeal. Rev. Rul. 55-600. 


Loss on sale of assets of continuing 
business is net operating loss. [ Acquies- 
cence]. In 1949 the taxpayer sustained 
a loss on the sale of an animal and cer- 
tain farm machinery used in her farm 
business. She took the loss into account 
in claiming a net operating loss carry- 
over in 1950. The Commissioner disal- 
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lowed the deduction since the taxpayer 
was not regularly engaged in the busi- 
ness of dealing in such assets. The Tax 
Court overruled the Commissioner. Such 
losses are not permitted where the sale 
of assets result in the partial or total 
termination of the business. Here, how- 
ever, the taxpayer was in the business 
of growing crops and livestock for sale 
and the sales did not change the scope 
or manner of the business. Such loss is 
includible in determining the net oper- 
ating loss for carryover purposes. Goble, 
23 TC No. 78, Acq. IRB 1955-41. 


“First taxable year” for loss carryover 
does not include time prior to doing 
business. An operating loss for a first 
taxable year beginning in 1949 and end- 
ing in 1950 may be carried forward five 
years. In determining the period of a 
net operating loss carryover, the “first 
taxable year” of a corporation does not 
include a period during which, while 
nominally in existence and having filed 
a return, it has not perfected its organ- 
ization, transacted any business, re- 
ceived income from any source, or in- 
curred expenses. Rev. Rul. 55-503. 
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Regulations ending definite formula will 


increase usefulness of profit-sharing plans 


begga ee PLANS; especially in 
small companies, are being un- 
shackled by the Treasury. New Reégula- 
tion would remove the need for a defi- 
nite predetermined formula for such 
plans. A helpful analysis of these pro- 
posed regulations on Sections 401-404 
of the 1954 Code, prepared by Samuel 
N. Ain, appeared in the September 
issue of Trusts and Estates. 

As pointed out by Mr. Ain, the 
Treasury has taken the long-foreshad- 
owed step of eliminating the require- 
ment of a definite contribution formula 
for profit-sharing plans. The proposed 
regulation simply provides: 

“A plan (whether or not it contains 
a definite predetermined formula for 
determining the profits to be shared 
with employees) does not qualify under 
Section 401(a) if the contributions to 
the plan are made at such times or in 
such amounts that the plan in opera- 
tion discriminates in favor of officers, 
shareholders, persons whose principal 
duties consist in supervising the work 
of other employees, or highly compen- 
sated employees.” 

This marks the end of an unsuccess- 
ful eight-year campaign to make the 
definite-formula requirement stick. See 
2 JTAX 222, where the leading cases are 
summarized. Mr. Ain comments: 

“While it is not to be expected that 
all existing plans will immediately elim- 
inate their definite contribution com- 
mitments, this change in official attitude 
will no doubt accelerate the growth of 
profit-sharing plans, particularly in the 
smaller and closely-held corporations 
for, in addition to greater flexibility of 
contributions, no information as to prof- 
its of the employer would need be dis- 
closed.” 

Another high point in the proposed 
regulations is that for the first time the 
complicated rules for integration with 


Social Security are spelled out (pre- 
viously they had appeared only in rul- 
ings). As Mr. Ain says: 

“The important change in the inte- 
gration principles proposed from those 
in Mimeograph 6,641 is the amount of 
the social security benefit which it is 
assumed the employee pays for him- 
self. In Mimeograph 6,641 it was 6!/,%, 
in Rev. Rul. 13 it was approximately 
12% whereas the proposed Regulations 
provide ‘ and the proportion of 
such total benefits which is attributable 
to employee contributions is considered 
to be approximately 20 per cent of such 
total benefits.” The proposed regulation 
is more readily supportable on theoreti- 
cal grounds than Mimeograph 6,641 or 
Rev. Rul. 13 in this regard. 


“While the implication is clear that 
as the employee contribution rate under 
the Social Security Act increases there 
will be an upward revision in this per- 
centage and therefore a reduction in 
the social integration limits, it is rea- 
sonable to expect that a plan which 
integrated with Social Security before 
any particular set of amendments will 
not be required to conform to changed 
integration requirements resulting from 
such amendments. It may be noted that 
in one respect existing rules would be 
relaxed, i.e. it would be permissible to 
use the average annual compensation 
over the highest five consecutive years.” 

Another new provision in the pro- 
posed regulations would tax the entire 
value of a contract with both insurance 
and annuity characteristics at the time 
of its distribution, except for that por- 
tion which is irrevocably converted into 
a contract without life insurance within 
60 days as prescribed by Sec. 72(h). 
Mr. Ain comments: 

“This change would clarify and 
simplify for both beneficiaries and 
trustees the heretofore. elusive tax pro- 
visions affecting such benefits. The ex- 
tent to which insurance companies 
would offer such conversions and the 
basis therefore would _ determine 
whether the proposed change is as 
favorable to the beneficiary as the exist- 
ing rule.” * 


The latest on stock options: government 


seeks certiorari in LoBue 


i SEPTEMBER the government applied 
- for certiorari in LoBue. That was the 
case which struck down the Treasury’s 
conclusive presumption that when an 
employer transfers property to an em- 
ployee at less than its fair market value, 
the excess of value over cost is com- 
pensation income. 

It will be recalled (see 1 JTAX 50) 
that LoBue was taken on by a company 
in an executive capacity and, together 
with other key employees, given an 
option to buy a block of its shares at 
$5, slightly more than their fair market 
value. Later that year and in each of the 
three following years he bought shares 
through exercise of his option. On each 
occasion the stock was worth consider- 
ably more than the option price. The 
Tax Court, finding that the Treasury’s 
conclusive presumption was invalid and 


that LoBue’s options were proprietary 
rather than compensatory, held that the 
exercise did not result in compensation 
income. Its holding was affirmed by the 
Third Circuit Court of Appeals. 

Refusing to take this defeat lying 
down, the government has sought 
certiorari. The petition argues that the 
Treasury Regulations should not be 
overruled “except for weighty reasons.” 
(Apparently the government does not 
regard the Treasury’s attempt to pre- 
clude the admission of evidence on 
what is essentially a question of fact as 
“weighty.”) Other reasons offered in 
support of the application for review 
are: 

1. Stock options have become an in- 
creasingly common method of con- 
ferring economic gain on key corporate 
employees. The decisions below present 
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tax avoidance opportunities with “se- 
rious consequences to the revenue.” 

2. The courts have adopted “an illogi- 
cal, artificial test” for determining when 
an employee realizes income from exer- 
cise of an option. The mere fact that 
the option is granted to give a proprie- 
tary interest in the business is not in- 
consistent with an intent also to give 
the employee an economic gain—and 
this gain should be regarded as addi- 
tional compensation. 

3. Finally, the decisions below frus- 
trate the intent of the draftsmen of 
the “restricted stock option” provisions 
of the Code. If the benefits of restricted 
options are extended by the courts to 
unrestricted options, the statutory limi- 
tations lose their significance. 

We think the Treasury has chosen a 
hard row to hoe here. Sensitive as the 
Supreme Court may be to tax avoidance 
plans, its abhorrence of conclusive pre- 
sumptions in statutes is a matter of 
record. See Heiner v. Donnan, 285 US 
312. Such a presumption in a regulation 


deserves no better fate. ba 


Information required of 
trustees of employees’ trusts 


A RECENT PRESS RELEASE of the Inter- 
nal Revenue Service points out that 
merely modifying the information 
formula required by Sec. 39.165-1(c) 
of the regulations does not satisfy the 
new requirement of Code Section 6033 
that every exempt organization (with 
certain exceptions not here relevant) 
file an annual return. The return must 
be filed on Form 990-P and have at- 
tached the information required by 
Sec. 1.404(a)-2 of the proposed regu- 
lations, which follow along the lines of 
the old regulations. If, however, the 
employer has already filed the addi- 
tional material, only the information 
required on the first page of Form 
990-P need be furnished, together with 
notification from the em- 
ployer that the information has been 
filed. w 


a copy of 





Estate does not include forfeitable pen- 


plan rights. [Non-acquiescence 
withdrawn.] The decedent as an em- 
ployee had participated in a pension 
plan to which he had made contribu- 
tions. However his interest was com- 


sion 


pletely forfeitable and the plan named 
the beneficiaries. The Tax Court held 
that the value of pension payable to his 
widow is not includible in the estate. 
[Under the 1954 Code an employee’s 
estate would include the value attrib- 
utable to his own contributions but the 
remainder is excluded despite vesting. 
Ed.] Miller Estate, 14 TC 657; Non- 
atq. CB 1950-2, 6; Acq. IRB 1955-41. 


Pension plan favoring permanent em- 
ployees non-discriminatory. [Acquies- 
cence.] At inception, a school’s pension 
plan, which was approved by the Com- 
missioner, covered 110 rank and file em- 
ployees and 5 officers. Of the initial con- 
tributors to the plan, 8.4% were cred- 
ited to the officers and 91.6% to the 
regular employees. Seven years later, as 
a result of terminations, the only re- 
maining participants in the plan were 
the 5 officers and 5 rank and file em- 
ployees. Because of forfeitures being 
credited to the accounts of the remain- 
ing participants in addition to their 
regular interest in the fund, by 1951, 
58% of the total funds had been cred- 
ited to the officers and 42% to the regu- 
lar employees. The court held the plan 
not inherently discriminatory. If there 
was any discrimination it was in favor 
of permanent employees as against un- 
permanent employees, but that is not 
the type of discrimination contemplated 
by the'statute. Ryan School Retirement 
Trust, 24 TC No. 17, Acq. IRB 1955-40. 


$1200 salary allowed for elderly woman 
president. [Acquiescence.] The Tax 
Court allowed this salary as reasonable 
compensation for its president, a woman 
of over 70, whose chief business activ- 
ity was discussing the company with 
her son who received $12,000 as man- 
ager. Lime Cola Co., 22 TC 593, Acq. 
IRB 1955-39. 


Splitting of spread-back income per- 
mitted despite separate returns in prior 
years. Taxpayer, a law partner, received 
income from legal fees in the taxable 
years attributable to services rendered 
by his partnership from 6 to 8 years 
previously. He and his wife filed jointly 
in the taxable years, but prior thereto 
had filed separately. The court, follow- 
ing the Marshall case (200 F.2d 648), 
allowed income splitting of the fees and 
a spread-back to the years in which 
earned under Sec. 107(a) of the 1939 
Code. Barker, DC Md., 8/15/55. Sim- 
ilarly in Boatright, DC Mo., 8/30/55. 
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Attorney's services in reorganization 
and as general counsel separate for Sec. 
107. [Acquiesence.] Taxpayer was ‘at- 
torney for a railroad in reorganization. 
He was also its general counsel. The 
ICC awarded him $20,000 in 1945 and 
$5,000 in 1946 for services on the 1944 
plan of reorganization. In 1946 he also 
received a separate award of $3,800 
for services as general counsel. The 1944 
plan was later abandoned, and taxpayer 
worked on a 1949 plan for which he 
received $35,000 in 1951. For purposes 
of applying the long term compensa- 
tion relief provisions of Sec. 107(a) 
each service was held separate and dis- 
tinct having been so regarded by the 
ICC. For the 1944 plan, which was 
separate and distinct from the 1949 
plan, he was to receive a total of $25,- 
000, and since more than 80% or $20,- 
000 was received in 1945, he was en- 
titled to application of Sec. 107(a) in 
that year. Est. of Pierce, 24 TC No. 14. 
Acq. IRB 1955-41. 


Taxation of compensation * 


Individual performing local carpentry 
and masonry work is self-employed. An 
individual who holds himself out to the 
public as being available for carpentry 
and masonry work, furnishes most of the 
tools needed, determines his own hours 
of work, and works on specific jobs 
without supervision at a regular hourly 
rate, is engaged in a “trade or business” 
and the income is subject to the self- 
employment tax. Rev. Rul. 55-582. 


Payment for cancellation of employ- 
ment contract is not “wages.” An 
amount paid for cancellation of an 
employment contract does not consti- 
tute wages for federal employment- or 
withholding-tax purposes. The payment 
is however includible in gross income. 
Rev. Rul. 55-520. 


Sharecroppers are independent con- 
tractors except when they perform serv- 
ices for wage. Sharecroppers under con- 
tract with farm owners are independent 
contractors and their share of the crops 
retained is subject to the self-employ- 
ment tax. The portion of the crops re- 
ceived by the farm owner, being in 
the nature of land rental, is excluded 
from net earnings from self-employment. 
If the sharecropper also does work for 
the owner for a daily or hourly wage, 
subject to the owner’s control or direc- 
tion, such services are that of an em- 
ployee and are covered for federal em- 
ployment taxes. Rev. Rul. 55-538. 
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Doubts that 5-year throw-back rule 


for complex trusts is workable 


D pestieg THE FouR statutory excep- 
tions to the 5-year throw-back rule 
for complex trusts in Sections 665, some 
doubts exist as to whether the rule is 
workable from a practitioner’s point of 
view. Harvey A. Howard, writing in 53 
Michigan Law Review 737, points up 
the difficulties. In order to check the 
practice of accumulating income in 
trusts for tax-saving purposes Congress 
has chosen the concept of distributable 
net income and the 5-year throw-back 
rule to replace the impractical 65-day 
and 12-month rule in the 1989 Code, 
he says. The following is quoted from 
Mr. Howard’s discussion: 

Under the new code, if distributions 
exceed current distributable net income 
by more than $2,000, the entire excess 
over distributable net income will be 
thrown back in each of the five preced- 
ing years (in inverse order) and taxed 
to the beneficiaries to the extent that 
distributable net income in those years 
was not, in fact, distributed. This tax 
is not allowed to be more than it would 
have been had the beneficiary actually 
received the additional amounts in the 
preceding years. A double tax on the 
income is eliminated by allowing the 
‘beneficiary a credit for the proportion- 
ate part of the tax paid by the trustee 
in the prior years. 


Exceptions during minority 

Absolute as it is, Congress has per- 
mitted four major exceptions to the 
throw-back rule. First, the rule will not 
apply to amounts accumulated before 
the beneficiary’s birth or before he 
reaches the age of twenty-one (Section 
665 (b) (1). This will permit the trus- 
tees to pay for the support and mainte- 
nance of a beneficiary until he reaches 
his twenty-first birthday. No particular 
difficulty arises in the case of small ac- 


cumulations; but in so limiting the ex- 
ception, it would seem that the drafters 
were under the generally unfounded 
apprehension that upon becoming 
twenty-one a beneficiary becomes com- 
petent to handle money. In effect, the 
present throw-back rule approaches 
equating the law of the nation with that 
of New York and a few other states, 
where accumulations of income are not 
permitted except during the minority 
of a beneficiary. 


Example of problem created 


The following example illustrates a 
problem created by the exception just 
described. A trust is established to ac- 
cumulate income for a beneficiary who 
is a minor, the accumulation to continue 
until the beneficiary is thirty years old. 
The accumulated income is then over a 
period of ten years gradually dispersed 
to the beneficiary, together with distri- 
butions of the entire current income. 
How will it be ascertained what part 
of the distribution constitutes accumu- 
lated income which is exempt from the 
throw-back rule? What part constitutes 
accumulated income subject to the 
throw-back rule because accumulated 
in the nine years after the exemption 
expires? As the trustee or beneficiary 
should not be permitted to classify the 
accumulated income arbitrarily, it would 
be advisable that some definite standard 
be adopted. If the exempt accumula- 
tion is deemed to be distributed on a 
first-in first-out theory, the throw-back 
rule could have no application. During 
the first five years of distributions, from 
age thirty to thirty-five, there would be 
no undistributed net income since all 
current income is being distributed. 
Hence, when the accumulated income 
theoretically subject to the throw-back 
rule is subsequently distributed from 


ages thirty-five to forty there is no 
period into which the undistributed net 
income may be thrown back as the rule 
is limited to a period of five years. It 
can thus be seen that an application of 
a Frro method of accounting would, 
in some instances, defeat the effort to 
prevent tax avoidance. Employment of 
either a method of rateable apportion- 
ment of each class of accumulated in- 
come during the ten years, or a last-in 
first-out theory, would reduce the pos- 
sibility of tax avoidance. The Senate 
has indicated that this problem should 
be clarified by the regulations. 

Further complications are raised by 
this section when income is accumu- 
lated for a beneficiary who never comes 
into being or fails to reach the age of 
twenty-one. It might be argued that 
this exemption applies only to the speci- 
fied beneficiary, and that when the ac- 
cumulated income is distributed to 
other beneficiaries the exemption from 
the operation of the throw-back rule is 
lost. However, since these accumula- 
tions might be made in reliance on the 
exemption from the throw-back rule, the 
purpose of the rule would not be de- 
feated if the subsequent beneficiaries 
were to be given the benefit of the 
exempted accumulations. It is likely, 
therefore, that once the exemption for 
accumulations is obtained it will never 
be lost as to that accumulation if the 
original trust provision was not created 
as a tax avoidance device for the sub- 
sequent beneficiaries. 


Exception—needs 


Another statutory exception to the 
throw-back provision is applied to 
amounts payable to a beneficiary to 
meet the “emergency” needs of such 
beneficiary. The specific facts and cir- 
cumstances that will give rise to an 
“emergency” will only be determined 
through continued litigation. The 
Senate indicated that unforeseen or un- 
foreseeable circumstances requiring im- 
mediate help would qualify if the bene- 
ficiary was in actual need of a distri- 
bution. The courts will in all probability 
make use of previous decisions of state 
courts which have interpreted trust in- 
struments containing similar emergency 
provisions. Clearly the emergency test 
should be a_ subjective one. Reason 
dictates that a “high income bracket” 
beneficiary, temporarily short of liquid 
resources, should be able to get the 


necessary $100,000 to prevent the fore- 
closure of the mortgage on his mansion 








di 

















as readily as a‘ “low income bracket” 
beneficiary is able to get $3,000 to re- 
tain his homestead. 


Exception—periodic distributions 

The third exception to the throw- 
back rule takes the form of amounts 
payable at specified ages, if (1) there 
can be no more than four such distri- 
butions to such beneficiary, (2) the 
period between distributions is at least 
four years, and (8) such distributions 
vere specifically required by the trust 
instrument on January 1, 1954. This 
subsection was included to prevent in- 
equities to existing trusts in which pro- 
vision had been made for the benefit 
of minors and dependents, the typical 
case being that in which the trustee is 
directed to accumulate the income for 
a limited period and pay to the bene- 
ficiary only those amounts that he, the 
trustee, might deem necessary. It was 
felt that such trusts had legitimate pur- 
poses. These trusts were generally not 
within the gift exclusion as they were 
not gifts of specific sums of money but 
rather sums determinable by the trustee. 


Exception—final distribution 

The last exclusion from the throw- 
back rule is a final distribution made 
more than nine years after the date of 
the last transfer to the trust. Originally 
this provision was similar to the Clifford 
regulations in providing for a period of 
ten years, but it was changed to nine 
at the last minute. Those regulations, 
now embodied in the Code, provide that 
where a grantor creates a trust for 
the life of the beneficiary, retaining for 
himself the reversionary interest, and 
the beneficiary dies before the passing 
of ten years, the trust is valid for Clifford 
purposes even though it could reason- 
ably be expected that the beneficiary 
would not live for the full ten years. 
In enacting the new code, the Senate 
apparently overlooked this considera- 
tion. The inclusion of a provision mak- 
ing an exception such as the one ap- 
pearing in the Clifford regulations 
would merely qualify the nine-year 
limitation. It would not interfere with 
the intended function of the limitation, 
which was to prevent the establishment 
of trusts for accumulating income and 
making final distributions within rea- 
sonably short periods so as to avoid the 
throw-back rule. As the law now stands 
at present, if a grantor creates a trust 
for a person with a life expectancy of 
not more than nine years, and the in- 


come is accumulated because it is not 
then needed by the beneficiary, the 
five-year throw-back rule will operate to 
tax the accumulated income when the 
beneficiary dies within the nine-year 
period. 

Under this section as it is specifically 
written a transfer of a small gift to the 
trust by a third party, when authorized 
by the trust instrument, will apparently 
prevent the application of this exemp- 
tion from the throw-back rule. It would 
seem that Congress neglected to con- 
sider this. The provision should have in- 
cluded the additional words “by the 
grantor” at the end of the statutory 
sentence. 


Does the rule work? 


There is little doubt that the throw- 
back rule is a penalty provision which 
has rendered a_ trust-to-accumulate 
fairly impotent as a tax avoidance de- 
vice for beneficiaries subject to high 
surtaxes. Nevertheless, there seems to 
be some question whether the com- 
plexity of the throw-back provision will 
prevent its practical administration. The 
simplest throw-back problem will bur- 
den the average fiduciary with paper- 
work. When further factors are added, 
such as charitable distributions, net 
capital losses, extraordinary and taxable 
stock dividends, dividends-received 
credit, foreign income, and different 





Executor, not specific legatee, realized 
gain on property directed to be sold. 
[Non-acquiescence withdrawn.] Tax- 
payer was the beneficiary of a will di- 
recting that certain property be sold and 
the proceeds distributed to him. The 
executor exchanged the property for 
stock. The Tax Court held that under 
N.Y. law title to the property remained 
in the executor; he realized the gain on 
the exchange; taxpayer’s basis for the 
stock is its value at the exchange. 
Brinckerhoff, 8 TC 1045; Non-acq. 
1947-2, 6. Acq. IRB 1955-41. 


Estate taxable on only half of com- 
munity property income during ad- 
ministration. [Non-acquiescence with- 
drawn.] The Tax Court held that tax- 
payer estate was required to include 
half the income from community prop- 
erty during the period of administration. 
Sneed Estate, 17 TC 1344; Non-acq. 
IRB CB 1952-1, 6; Acq. IRB 1955-41. 
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levels of distribution to a number of 
beneficiaries, the possibility that a fidu- 
ciary will be buried is not too remote. 

As extensive as the five-year throw- 
back rule is, there are still some situa- 
tions where it does not operate prop- 
erly. For example, it can be avoided by 
an arrangement whereby the trust ac- 
cumulates all of its income for several 
years and then distributes only the cur- 
rent income for five years. In the next 
year the accumulated income is distrib- 
uted to the beneficiaries tax free, since 
no undistributed net income existed for 
any of the prior five years. 

How the throw-back rule will work 
out in actual practice is difficult to 
predict. It is possible that in a given 
case it will work to the advantage of 
the beneficiary. If the trust is in a high 
bracket in the taxable year in which it 
receives income, but the beneficiary is 
in a low bracket in the taxable year in 
which he receives the accumulated in- 
come, the beneficiary will get a wind- 
fall of the proportionate part of the 
trust’s tax as a credit against his entire 
tax liability regardless of the source of 
his income. If, in the year that the trust 
receives the income, the tax bracket 
of the trust is substantially higher than 
that of the beneficiary in his taxable 
year, it is even possible that the credit 
will completely cover the beneficiary’s 
outside income. % 


Legatees’ right to income not absolute; 
executors may require refunding bonds. 
Income earned by an estate in admin- 
istration was not “currently distribut- 
able” to the legatees where the execu- 
tors were given a discretionary power 
to require refunding bonds before dis- 
tributing any of the income. This power 
prevented the legatees from having at 
any time a present absolute right to re- 
ceive income. They were therefore not 
required to include in their returns 
amounts in excess of the income ac- 
tually distributed to them. Hill, 24 TC 
No. 127. 


Corpus expenses cannot reduce bene- 
ficiary’s distributable gain—old law. 
Under 1939 Code, non-business ex- 
penses of a trust chargeable only to 
corpus cannot be used to reduce the 
amount of distributable capital gain 
which is taxable to the income bene- 
ficiaries. Rev. Rul. 55-574. 
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Regulations clarify effect of unrealized 


receivables on withdrawal of partner 


Ws WE DiscussED distributions, 
not pro rata, to a retiring partner 
(3 JTAX 103), we were forced to by- 
pass the question of the effect of un- 
realized receivables, because the Regu- 
lations had not been released. Now that 
we have the proposed Regulations, we 
can amplify the earlier discussion. 

You will recall that we were dealing 
with Alan Aronsohn’s hypothetical part- 
nership, which he developed for the 
Practising Law Institute’s symposium of 
partnership taxation (see box). He 
made these assumptions: 

1. The insurance was cancelled for 
$4,500 in cash. 

2. $27,750 cash and the furniture and 
fixtures (basis $15,000, value $9,000) 
were distributed to A. 

3. The accounts receivable ($45,000 
net) were distributed to B, who as- 
sumed the $3,000 local tax liability. 

4. $3,750 in cash and the inventory 
($75,000) were distributed to C, who 
assumed payment of all the accounts 
payable ($48,000). 

5. The company had a contract to 
supply hardware for a building job for 
$42,000, including cost of installation 
‘estimated to be $18,000. Estimated 
profit on contract $6,000. This contract 
was assigned to C on liquidation of the 
partnership. As a right to payment 
for goods “to be delivered” and services 
“to be rendered,” Mr. Aronsohn be- 
lieved this item to qualify as an “unreal- 
ized receivable” under Section 751(c). 

Now that the Treasury Department 
has issued tentative Regulations under 
this Subchapter, K, Mr. Aronsohn has 
kindly consented to discuss the ap- 
plication of Section 751(b) to his hypo- 
thetical example in the light of the new 
regulations. He writes as follows: 

I have tried to set forth below the 
proper treatment of the unrealized re- 


ceivable aspect of the hypothetical part- 
nership liquidation problem discussed in 
the August issue of the Journal of Tax- 
ation. While the original Practising Law 
Institute Forum discussed in general 
terms the tax consequences resulting 
from the application of IRC §751(b) to 
the liquidation transaction, the recent 
issuance of the proposed Treasury regu- 
lations on partnerships makes it possible 
to now analyze the proper treatment of 
the transaction in more detail. 


Unrealized receivable in 
total liquidation 


Assuming that the contract distrib- 
uted to C in the hypothetical illustration 
constitutes an “unrealized receivable” 
as defined in IRC §751(c) (i.e., a right 
to payment for goods or services 
bought), the distribution of such con- 
tract to C as part of the liquidating dis- 
tribution would apparently result in a 
taxable exchange under §751(b)_be- 
tween C and the partnership. C has re- 
ceived on the liquidation a dispropor- 
tionate share of the partnership’s un- 
realized receivables in exchange for all 
or a portion of his proportionate share 
of the partnership’s cash, accounts re- 
ceivable and furniture and fixtures, and 
for assuming more than his proportion- 
ate share of the partnership’s liabilities. 

Code §751(b) states that such a 
transaction shall, under regulations, “be 
considered as a sale or exchange of such 
property between the distributee and 
the partnership (as constituted after the 
distribution).” While neither the Code 
nor the proposed regulations refer spe- 
cifically to distributions which are part 
of a total liquidation of the partnership, 
there appears to be no reason why 
§751(b) does not apply to such distrib- 
utions as well as distributions from a 


continuing partnership. In determining 
the sale or exchange between the dis- 
tributee and “the partnership (as con- 
stituted after the distribution) ,” it would 
appear logical to treat the §751(b) ex- 
change as being preliminary to the 
liquidation, and, therefore, in the hypo- 
thetical case, as constituting a sale or 
exchange between C and a partnership 
composed of A and B. 


Income realized on distribution 


In the hypothetical example given, 
the estimated profit on the contract 
assigned to C was $6,000 and therefore 
it would appear a proper assumption 
that the fair market value of the un- 
realized receivable for’ the purpose of 
the §751(b) exchange is $6,000. Since 
the partners in the hypothetical partner- 
ship shared profits and losses equally, 
on the distribution of the unrealized 
receivable to C, the partnership AB 
should realize $4,000 of ordinary in- 
come, representing A and B’s share of 
the inherent ordinary income in the 
distributed contract. C should realize 
a gain or loss with respect to any dif- 
ference between the fair market value 
of the contract received by C and the 
adjusted basis of the property relin- 
quished by C in exchange for said con- 
tract. While the Code does not specify 
the nature of the gain or loss so real- 
ized, and it might therefore be argued 
that the character of such gain or loss 
should depend upon the character of 
the property in respect of which it is 
realized, the proposed regulations state 
that any such gain or loss is capital 


gain or loss (Reg. §1.751-1(b) (1) (i)). 


C’s basis 


This simplifies the computation of 
C’s gain or loss in the hypothetical 
illustration. In simple terms, the pur- 
chase by C of two-thirds of the value 
of the contract ($4,000) from the AB 
partnership should result in C having 
a basis for the contract in his hands of 
$4,000. This $4,000 basis for the con- 
tract should reduce the basis for C’s 
partnership interest by $4,000 and as 
a consequence reduce the $7,750 loss 
otherwise recognized by C on the 
liquidating distribution (as computed 
under the general distribution rules 
without the application of §751(b)) to 
$3,750. 


Spelling it out in the regulation 


The foregoing results can be arrived 
at within the framework set forth in the 























proposed regulations as follows. The 
amount of ordinary income to be real- 
ized by the AB partnership on the ex- 
change is determined according to the 
regulations by measuring the difference 
between “the adjusted basis to the part- 
nership of the amount of unrealized 
receivables distributed to the 
partner, and the fair market value of 
the distributee partner’s interest in other 
property of the partnership relinquished 
in exchange thereof” (Reg. §1.751-1 
(b) (1) (i) ). The partnership’s basis for 
the unrealized receivable is zero. In 
determining the fair market value of 
the property received in exchange for 
the unrealized receivable, Example (3) 
in §1.751-1(e) of the proposed regula- 
tions indicates that the assumption is 
made that the fair market value of the 
property received in exchange for the 
unrealized receivable is equal to the 
fair market value of that portion of the 
unrealized receivable distributed which 
exceeds the distributee’s proportionate 
share of the value of said receivable. 
In other words, since C’s proportionate 
share of the fair market value of the 
receivable is $2,000, the excess of 
$4,000 in value of the unrealized re- 
ceivable distributed to C would pre- 
sumably be deemed equal to the fair 
market value of the property received 
by the partnership in exchange for the 
distribution of the unrealized receivable 
to C. In the hypothetical problem, this 
result can be derived directly by assum- 
ing that C has exchanged for the un- 
realized receivable, cash of $6,750, 
accounts receivable of $13,250, furni- 
ture and fixtures of $3,000 and the as- 
sumption of liabilities in the amount of 
$32,000 (the foregoing amounts repre- 
sent the fair market value of the items 
on the assumption that the present value 
of the accounts receivable must be 
$39,750 if the three partners received 
equal value on the liquidating distri- 
bution). Against the foregoing $55,000 
in fair market value of property re- 
linquished by C, C received in addition 
to the unrealized receivable, $50,000 
in excess of his proportionate share of 
partnership inventory and $1,000 in the 
form of the assumption by the partner- 
ship of his share of the partnership 
liability for local taxes. The examples 
given in the proposed regulations indi- 
cate that in computing the exchange, 
the interest of the distributee in re- 
linquished property is matched dollar 
for dollar against the property other 
than unrealized receivables and _ sub- 


stantially appreciated inventory re- 
ceived, and it is the net excess which 
is treated as the fair market value of 
property exchanged for the unrealized 
receivables and/or substantially ap- 
preciated inventory. Therefore, in the 
hypothetical given $51,000 of the fair 
market value of the property relin- 
quished by C is deemed in exchange 
fer the $51,000 in inventory and lia- 
bilities, leaving $4,000 of excess fair 
market value of property relinquished 
by C which is deemed in exchange for 
the unrealized receivable. This is the 
$4,000 of ordinary income realized by 
the partnership AB on the exchange. 

In computing C’s capital gain or loss, 
the proposed regulations state that the 
capital gain or loss is measured by the 
difference between the distributee’s 
share of the adjusted basis of the 
property relinquished and the fair 
market value of the unrealized receiv- 
ables received by him in exchange for 
the relinquished interest. (Reg. §1.751- 
1(b) (1) (i).) The following method of 
computation is indicated: 

C has received in excess of his interest 
in— 

Unrealized receivables (fair 
market value $6,000 less 


$2,000) $ 4,000 
Inventory (fair market value 
$75,000 less $25,000) 50,000 
Liabilities assumed by the 
partnership (one-third of 
$3,000) 1,000 
Total $55,000 


C has relinquished his interest in— 


Cash ($10,500 less $3,750) $ 6,750 
Accounts recvivable (share of 

adjusted basis) 15,000 
Furniture and Fixtures (share 

of adjusted basis) 5,000 
Liabilities assumed by C 

(two-thirds of $48,000) 32,000 


Total $58,750 
The difference of $3,750 constitutes C’s 
capital loss resulting from the exchange. 
As a consequence of the realization 
by the AB partnership of the $4,000 
ordinary income as set forth above, the 
basis for A and B’s partnership interests 
will be increased by $2,000 each. On 
the subsequent liquidating distribution 
therefore, the basis of the furniture and 
fixtures in A’s hands will be $12,750, 
and the basis of the accounts receivables 
in B’s hands will be $43,500. As stated 
previously, the contract will have a basis 
of $4,000 in C’s hands. 
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Summary 


Despite the complexity of the fore- 
going transaction, upon analysis the re- 
sult appears sound. A and B have each 
realized $2,000 of ordinary income, 
representing their share of the ordinary 
profit inherent in the contract distrib- 
uted to C. C has a basis for the con- 
tract of $4,000 so that upon the com- 
pletion of the contract by C, C will 
presumably realize his $2,000 share of 
ordinary income on the contract. 

C has realized an immediate capital 





THE PARTNERSHIP IN 
QUESTION 


Mr. Aronsoun’s hypothetical part- 
nership showed the following bal- 
ance sheet at the close of its fiscal 
year, January 31, 1955: 


ABC HARDWARE CoO. 


Assets 
Cash $ 27,000 
Accounts Receivable (net) 45,000 
Inventory (lower of cost 
or market) 75,000 
Prepaid Insurance 6,000 
Furniture and Fixtures 
(net) 15,000 
$168,000 
Liabilities 
Accounts Payable $48,000 
Reserve for Local 
Taxes 3,000 
A Capital $39,000 
B Capital 39,000 
C Capital 39,000 117,000 


$168,000 


ABC keeps its books (and files its 
returns) on the accrual basis. The 
fair market value of its inventory is 
$75,000 and of its furniture and 
fixtures, $9,000. 

The “basis” of each partner’s part- 
nership interest is $56,000. This is 
the normal case where the basis of 
the partner’s interest is his propor- 
tionate share of the total basis to 
the partnership of its assets (1/, X 
$168,000 = $56,000) or, what is the 
same thing, the balance of his capital 
account plus his share of firm liabili- 
ties ($39,000 + 1/, ($51,000) = 
$56,000). (For an explanation of 
“basis of a partnership interest” un- 
der the new Code, see 2 JTAX 340.) 
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loss of $3,750 on the liquidation. A has 
a basis for the furniture and fixtures of 
$12,750, and upon the sale of the furni- 
ture and fixtures for $9,000 (their as- 
sumed fair market value), A will also 
realize a loss of $3,750. It should be 
noted, however, that this loss may 
either be a capital loss or a §1231 loss, 
depending upon the character of the 
furniture and fixtures in A’s hands. 

B has a basis for the accounts receiv- 
able of $43,500, and therefore if an 
immediate settlement of the accounts 
receivable would net B only $39,750 
(an amount equal to the net value of 
the assets received by partners A and 
C on the liquidation), B would also 
have a $3,750 loss, although here again, 
it must be noted that this loss would 
normally be an ordinary loss rather than 
a capital loss. 

The foregoing illustration demon- 
strates what is apparently the basic 
theory of the Code provisions relating 
to unrealized receivables and _ sub- 
stantially appreciated inventory: or- 
dinary income with respect to unreal- 
ized receivables and substantially ap- 
preciated inventory shall not be con- 
verted into capital gain nor shifted 
among the partners. However, there 
appears to be no statutory prohibition 
against shifting the incidence of other 
gains and losses among the partners 
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(whether capital, ordinary or §1231 
gains or losses). Certainly any contem- 
plated non-pro rata partnership distribu- 
tion must be carefully examined before- 
hand in order to avoid unexpected con- 
sequences to the partners. 

Mr. Aronsohn is a partner of the Rinww 
York firm of Robinson, Silverman & 
Pearce. 





New decisions 


“Partnership” acting solely as agent 
need not file form 1065. A so-called 
partnership of bank officers formed for 
the purpose of holding legal title to 
personal property solely as nominee or 
agent of the bank is not required to file 
a partnership return. It must file infor- 
mation returns disclosing the actual 
owners of the income received from the 
property. Rev. Rul. 55-606. 


Retiring partner's income limited to 
cash received. Taxpayer, member of a 
service partnership, became ill. He 
agreed to assign all of his interest in the 
partnership to his partners for a cash 
payment (which was less than his share 
of undrawn prior and current profits) 
together with additional monthly pay- 
ments for the balance of his life. He 
died two months later. The Commis- 





Now auailalle 


can tell at a glance: 


head of houshhold. 


tax cost at varying levels of income. 
cost and income brackets. 


with income and marital status. 


and change in marital status. 


brackets and status. 


figures. 





J. K. LASSER’S TAX CALCULATOR 


Having in mind the need of most tax practitioners for a quick 
and easy means of determining tax liability under varying circum- 
stances, the J. K. Lasser Tax Institute has prepared, and now offers 
for sale, a slide-rule type pocket calculator. 


Your federal income tax, joint, single, 


Cost of contributions, in each of these 
three categories, in both before- and after- 


Cost of giving away securities, in various 
Cost of gifts, and manner in which it varies 


Comparative value of tax-exempt in- 
come, showing affect of increase in income 


Net left out of additional $1,000 income, by 


Corporation income tax quick calculator. 


The estate tax using top marital deduction, 
and Cost to estate without marital deduction, 
—combined federal and New York State 


With this device you 


This handy calculator, size 334 x 
8% inches (opens to 714 x 84% 
inches) weighs but a few ounces... 
it contains two slide-rules which 
produce all the figures described 
above. The Calculator is recom- 
mended for quick calculations for 
planning purposes, for discussions 
with clients when it is desired to 
know the tax affect of varying the 
facts in transactions being con- 
sidered. Invaluable also for 
checking the calculation made by 
other means in returns you pre- 
pare. Price:$l each. Satisfaction 
guaranteed. Clip a dollar bill to 
your letterhead, write ‘‘Lasser 
Calculator’ on it, and mail to 
Box 365, Room 930, 33 W. 42 St., 
New York 36. 








sioner contended that the taxpayer's 
share of the income up to the date of 
the assignment was taxable as ordinary 
income, and the amount by which this 
income and the prior years’ accumula- 
tion exceeded the cash actually received 
was a capital loss. The court observed 
that this treatment of ordinary income 
is warranted when the retiring partner 
actually receives his share of the in- 
come in cash. Here, however, the tax- 
payer realized ordinary income only to 
the extent of the excess of the cash ac- 
tually received over his unwithdrawn 
prior years’ income. Cleveland, DC 
Mass., 9/20/55. 


Neither children nor ‘wife were part- 
ners. [Acquiescence.] Taxpayer, by 
deed of gift, made his children (then 
9 and 12) each !/, partner in his used- 
car business. Entries were not made on 
the books until 9 months later; no trus- 
tees or legal guardians were appointed 
for the children; they got no funds from 
the business, which continued to be 
run by the father. The court finds no 
real intent to join in business as part- 
ners. Hence, only half the income of 
the “partnership” for the 12 months 
ended 6/30/47 is taxable in 1946. 
Lewis, 23 TC No. 538, Acq. IRB 1955- 
39. 


Partner not required of offset individual 
117(j) transaction against partnership. 
[Non-acquiescence.] The Commissioner 
non-acquiesces in two cases in which 
the Tax Court had held that partnership 
and individual 117(j) net results need 
not be offset. Paley—partnership 117 (j) 
net gain and individual loss. Ammann 
—partnership 117(j) net loss and indi- 
vidual gain. [Under 1954 Code these 
gains and losses would be netted. Ed.] 
Paley, 22 TC 1236; Ammann, 22 TC 
1106, non-acq. IRB 1955-37. 


Wife acquired husband-partner’s inter- 
est by contract, not inheritance; no 
stepped-up basis. A partnership agree- 
ment executed by a husband and wife 
provided that upon the death of either 
partner, the remaining partner would 
receive the interest of the deceased part- 
ner. The widow, taxpayer here, was held 
to have received her husband’s one-half 
partnership interest under the terms of 
the partnership agreement and not by 
inheritence. She could not, therefore, 
use as her basis the fair market value of 
the interest at time of acquisition. Was- 
serman, 24 TC No. 128. 
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TAX ASPECTS OF ESTATE PLANNING 


Estate & 


sift taxation 


OF INTEREST TO TAX PRACTIONERS 





Election to deduct expenses for estate or 


income taxes: effective use of 1954 Code 


by WILLIAM P. SUTTER 


The new Code has liberalized and expanded the elections permitted an executor 
to deduct certain expenses for either estate or income taxes. This article explains 
the language of the new Code in light of the relevant decisions, and suggests 
courses of action for those required to make these elections. 


ecTions 2053 and 2054 of the 1954 

Internal Revenue Code grant certain 
estate-tax deductions. The items de- 
ductible under these new sections are 
those formerly deductible under Sec- 
tion 812(b) of the 1939 Code, i.e., 
funeral expenses, administration ex- 
penses, claims against the estate, unpaid 
mortgages and indebtedness on property 
included in the estate without diminu- 
tion for such indebtedness, and casualty 
and theft losses not compensated for by 
insurance or otherwise. 

At the same time, Section 641(b) 
provides that the taxable income of an 
estate is, in general, to be computed in 
the same manner as that of an individ- 
ual. The important aspect of this ar- 
rangement is the fact that estates as 
well as individuals are entitled to non- 
trade or non-business expense deduc- 
tions under Section 212. 

Under former Regulation 118, Sec- 
tion 39.23(a)-15(i), it was stated: 

“Reasonable amounts paid or in- 
curred by the fiduciary of an estate . 
on account of administration expenses, 
including fiduciaries’ fees and expenses 
of litigation, which are ordinary and 
necessary in connection with the per- 
formance of the duties of administra- 
tion are deductible under this section 
notwithstanding that the estate .. . is 
not engaged in a trade or business, ex- 
cept to the extent that such expenses are 
allocable to the production or collection 
of tax-exempt income.” 


While the new regulations dealing 
with Section 212 have not appeared at 
the time of this writing, it seems ex- 
tremely unlikely that they will make 
any restrictive change in the above pro- 
vision. On the other hand, it should be 
noted that Section 212(3) includes as 
an additional non-trade or non-business 
expense expenses incurred “in connec- 
tion with the determination of any tax.” 
This provision, new to the 1954 Code, 
overturns such decisions as Lykes v. 
U.S. (343 US 118 (1952), which held 
that the expense of contesting a gift-tax 
deficiency was not a proper income-tax 
deduction. All such expenses will now 
be deductible by individuals and by 
estates. It has long been settled that 
such expenses are deductible on an es- 
tate-tax return as expenses of adminis- 
tration, most recently in National Bank 
of Commerce of Portland v. Clauson 
(127 F. Supp. 386). 

It should perhaps be pointed out that 
an estate may even be permitted a de- 
duction under Section 212 for expenses 
which an individual could not deduct. 
It is well known that the expenses of 
operating a farm as a hobby are not 
deductible by individuals. On the 
other hand, when a hobby farm passes 
into an estate which has to operate it 
until it can be disposed of, the expenses 
of operation are deductible. However, 
an executor who seeks such deductions 
must be cautious, because the expense 
of maintaining an elaborate country 
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house for the convenience and comfort 
of the heirs is not properly deductible 
by an estate on its income-tax return. 


Administrative expenses 


Under Section 212, therefore, ad- 
ministration expenses of estates may be 
taken as income-tax deductions, as non- 
trade or non-business expenses. Since, 
as noted above, administration expenses 
are also available as deductions on the 
estate-tax return under Section 2053, 
double deductibility would exist were 
it not for Section 642(g). However, 
Section 642(g) provides that amounts 
allowable as estate-tax deductions under 
Sections 2053 and 2054 “shall not be 
allowed as a deduction in computing 
the taxable income of the estate, unless 
there is filed, within the time and in the 
manner and form prescribed by the 
Secretary or his delegate, a statement 
that the amounts have not been allowed 
as deductions under Section 2053 or 
2054 and a waiver of the right to have 
such amounts allowed at any time as 
deductions under Section 2053 or 
2054.” 

This provision was first enacted in 
substantially the same form as Section 
162(e) of the 19389 Code by the 1942 
Revenue Act. That Act also added 
Section 23(a)(2) to the 19389 Code, 
thus first permitting the deduction of 
non-trade or non-business expenses. 
Section 162(e) was added for the ex- 
press purpose of preventing adminis- 
tration expenses from being doubly de- 
ductible. No great need for such a 
provision had existed prior to the enact- 
ment of Section 23(a) (2) because the 
Supreme Court had held, in U.S. v. 
Pyne [313 U.S. 127 (1941)], that 
administration of an estate did not con- 
stitute a business. Hence, administra- 
tion expenses were not generally avail- 
able to an estate for income-tax deduc- 
tions. On the other hand, the Supreme 
Court, in the Pyne case, recognized that 
“there could be clear cases where 
executors ‘carry on . . . business’ by 
continuing to operate a store, a factory 
or some other well-known, well-marked 
type of business activity.” Where ad- 
ministration expenses could be treated 
as business expenses, prior to the enact- 
ment of Section 162(e), they could be 
taken both on the estate-tax return and 
again on the estate’s income-tax return. 
See for example, Robert J. Kleberg, 41 
BTA 95 (1934), wherein the Board of 
Tax Appeals stated (page 100): 

“ .. if an item is properly deductible 
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under some provision of. the estate-tax 
law in determining the net estate sub- 
ject to the tax, and the same item is 
also deductible under a provision of the 
income-tax law in determining the net 
income of the estate subject to income 
tax, that fact does not militate against 
the allowance in either levy.” 

Now, however, no item which is de- 
ductible under either Section 2053 or 
2054 will be allowed to an estate as an 
income-tax deduction unless the re- 
quired statement and waiver are filed. 
In this connection, one anomalous fact 
should be noted. Section 23(e) of the 
1939 Code denied an income-tax de- 
duction for an estate’s casualty loss, if, 
at the time of the filing of the return, 
such loss had been “claimed as a deduc- 
tion for estate-tax purposes in the estate- 
tax return.” Similarly, for a casualty 
loss to be permitted as an estate-tax 
deduction under former Section 812(b), 
it must not have been previously 
claimed as an income-tax deduction. 
It may be said, therefore, that, under 
the 1939 Code, casualty losses were 
outside the scope of Section 162(e) 
which prohibited other double deduc- 
tions. The prohibition on double de- 
ductions of such losses dates back to 
1932, well before Section 162(e) was 
Moreover, the election as to 
place of deductibility of casualty losses 
was irrevocably made at the time of 
filing the first return (whether estate- 
tax or income-tax) on which they were 
claimed, very different from the rule 
under Section 162(e). Now, however, 
Section 2054 permits casualty losses to 
be taken as estate-tax deductions with- 
out reference to the prior claiming of 
such amounts on an income-tax return. 
Double deductibility is conirolled by 
Section 642(g) which specifically ap- 
plies to Section 2054 deductions. Des- 
. pite this, Section 165(c) still denies 
such items as income-tax deductions of 
estates if they have been claimed on 
Thus, casualty 
losses, if claimed on an estate-tax re- 
turn, appear to be forever lost as in- 
come-tax deductions, even if they are 
ultimately not allowed for estate-tax 
purposes, under the wording of Section 
165(c). On the other hand, such items 
can now be claimed on an income-tax 
return and later claimed on the estate- 
tax return. In such case, the place of 
deductibility would be governed by 
Section 642(g), giving the taxpayer a 
longer time to decide where the deduc- 
tion would prove most helpful and then 
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either to file a statement and waiver 
or not to file them. 

This brings up the question of when 
the statement and waiver referred to 
in Section 642(g) must be filed. Reg. 
118, Section 39.162-1, which has not 
yet been replaced with a new regula- 
tion, provided that they “should be filed 
with the return for the year for which 
the item is claimed as a deduction, or 
with the Commissioner, or with the 
district director of internal revenue for 
the internal revenue district in which 
such return was filed, for association 
with the return.” No time limit was 
specified in the regulation within which 
such filing “for association with the re- 
turn” must be completed. Rulings, 
however, shed some light on this ques- 
tion. 


Time of electing 


I. T. 4048, 1951-1 CB 39, permits an 
estate to treat administration expendi- 
tures of one year as income-tax deduc- 
tions and those made in another year 
as estate-tax deductions, provided the 
statement and waiver are filed for the 
year in which the income-tax deduction 
is desired. If no such statement and 
waiver are filed, regardless of whether 
the amounts are ever deducted on the 
estate-tax return, no income-tax deduc- 
tion will be allowed. 

Rev. Rul. 240, 1953-2 CB 79, holds 
that the mere claim of administration 
expenses on an estate-tax return will 
not preclude a later claim for the same 
amounts on an income-tax return (note 
the difference in treatment from that 
accorded casualty losses under Section 
165(c)). All that is required for an 
otherwise valid income-tax deduction to 
be allowed is that the estate-tax deduc- 
tion not be allowed and the necessary 
statement and waiver be filed. As the 
ruling states: 

“It is not believed that it was in- 
tended that the taxpayer’s privilege of 
election should be restricted to the ex- 
tent of making a mere ‘claim’ for de- 
duction’ irrevocable in all circum- 
stances.” 

Similarly, the ruling holds that a 
statement on an estate-tax return that 
certain items are to be claimed for in- 
come-tax purposes, and the claiming of 
such items on the estate’s income-tax 
return, does not constitute a binding 
election. As the ruling points out: 

“. .. The deduction could not be al- 
lowed under Section 23 [now Section 
212] of the Code in computing net in- 


come of the estate until the statement 
and waiver are filed. Under Section 39.- 
162-1, Regulations 118, such statement 
and waiver are not required to be filed 
with the income-tax return, but may be 
filed at any time prior to the expiration 
of the statutory period of limitation ap- 
plicable to the income-tax return in 
which the deduction is sought. How- 
ever, after the statement and waiver 
are filed with respect to a particular 
item of administration expense, the de- 
duction cannot be transferred and al- 
lowed under Section 812(b) [Section 
2053] of the Code in computing the 
net estate, because under the terms of 
the Section 162(e) [Section 642(g)] 
of the Code the waiver operates as a 
relinquishment of the right to have the 
items allowed at any time as deductions 
under Section 812(b) [Section 2053] 
of the Code.” 

This gives an executor an opportunity 
of determining which spot would prove 
the more advantageous taxwise to claim 
an administration expense deduction. 
He may claim the deduction initially on 
either the estate-tax return or an estate 
income-tax return, with the right of 
later changing his mind, provided only 
that the claim has not been allowed 
estute taxwise, or that he has not filed a 
statement and waiver to be associated 
with the income-tax return. In addi- 
tion, it appears that he may, if he 
chooses, make no claim for the deduc- 
tion at all, and seek it later, within the 
statutory period of limitations, either 
as a refund claim or by filing an 
amended return. This could be done 
either for estate- or income-tax purposes, 
since no statement and waiver need be 
filed with an estate-tax return or refund 
claim, and since they may be filed for 
income-tax purposes at any time up to 
the end of the’ statutory period. Pre- 
sumably, interest could be collected on 
the refund. 


Medical expenses 

Besides the ‘election of taking ad- 
ministration expenses on either an in- 
come-tax or estate-tax return, an estate 
is given a new election under Section 
213(d) of the 1954 Code. This is in 
connection with medical expenses of a 
decedent. Under the 1939 Revenue Act, 
such expenses did not constitute an in- 
come-tax deduction for an estate, be- 
cause they were not incurred by the 
On the other hand, if paid by 
a decedent’s estate they could not be 
taken as income-tax deductions in the 
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last taxable year of the decedent. They 
could, of course, be taken as estate-tax 
deductions, being claims against the 
estate. In addition, former Section 
23(x) granted the medical-expense de- 
duction not only for expenses paid dur- 
ing the taxable year on behalf of the 
taxpayer, but also for his spouse or a 
dependent. Regulation 118, Section 
39.23 (x)-1 held that the deduction 
might be taken if the person on whose 
behalf the expense was incurred were 
the taxpayer's spouse or dependent 
either at the end of the taxable year of 
incurring or paying the expenses, or in 
case of death of the spouse or depend- 
ent during the year, at the time of 
death. Thus, under Section 23(x), 
medical expenses were subject to an 
election. They could be paid by the 
estate and taken as an estate-tax deduc- 
tion, or paid by the surviving spouse or 
person supporting the deceased depend- 
ent and taken as an income-tax deduc- 
tion by him. This election remains 
under Sections 213(a) and 2053 of the 
1954 Code, but Section 213(d) has 
added a new possibility. 

Under Section 213(d), medical ex- 
penses which are paid by a decedent’s 
estate within one year after his death 
will be treated as having been paid by 
the decedent at the time they were in- 
curred. This means that they will be 
deducted by amendment to the deced- 
ent’s last income-tax return, or an 
earlier one if incurred in an earlier year, 
to the extent permitted by the statute 
of limitations. Such treatment will be 
permitted, however, only if the same 
statement and waiver are filed as are 
required under Section 642(g). Thus, 
medical expenses of decedents now give 
rise to a three-way election, to be taken 
as an estate-tax deduction, as a surviv- 
ing spouse’s income-tax deduction, or 
in the decedent’s last income-tax return. 


Income and deductions in 
respect of a decedent 

Section 642(g) not only necessitates 
the making of an election as to the 
place of deducting certain items which 
would otherwise be doubly deductible; 
it also specifically permits certain 
double deductions. That is to say, it 
permits as income-tax deductions of an 
estate those items which are deductible 
in respect of a decedent even though 
they may also constitute estate-tax de- 
ductions. Section 691(b) defines de- 
ductions in respect of decedents. How- 
ever, before discussing that section, a 


short historical survey might be helpful 
in understanding it. 

Section 691(a) is concerned with 
“income in respect of a decedent” 
which is not properly includible in re- 
spect of the taxable period in which 
falls the date of his death. Section 
691(b) covers the corollary, deductions 
in respect of decedents. An easily 
understood example of “income in re- 
spect of decedent” is an account re- 
ceivable owned by a sole proprietor. 
When that account is collected by the 
decedent’s executor, it is “income in 
respect of a decedent.” If the decedent 
were on the cash basis of accounting, 
it would not be properly includible in 
his last return since not then collected. 
Therefore, under Section 691(a), such 
an item would be taxed as income to 
the decedent’s estate, if received by 
the decedent’s estate, or to the person 
who acquired the right to receive it by 
reason of the decedent’s death, if it 
were not received by the decedent’s 
estate. Of course, in the usual case, the 
estate would receive the income and 
would be taxed on it. 

Prior to 1934, this type of income 
was taxed according to the decedent's 
method of accounting. Thus, if such in- 
come were accruable in the taxable 
period in which fell the date of death of 
an accrual-basis taxpayer it was in- 
cluded in his last return, but if the 
decedent were on the cash basis and the 
income were not collected during his 
life, it was not included in his last re- 
turn. At the same time, such collections 
were not income but corpus in a dece- 
dent’s estate so they escaped the income 
tax entirely. By the same token, ex- 
penses of a cash-basis taxpayer could 
not be deducted by his estate, although 
they could be deducted by an accrual- 
basis taxpayer on his last return. 

In order to correct this situation, the 
Revenue Act of 1934 put all decedents 
on the accrual basis for their last tax- 
able period. This proved equally un- 
suitable, because then cash-basis tax- 
payers found themselves doubled up on 
income in their last taxable year which 
included all income actually received, 
plus all that accrued by reason of their 
death. Because of the graduated tax 
rates, this was just as unfair to cash- 
basis taxpayers as the previous result 
had been for those on the accrual basis. 

Finally, the Revenue Act of 1942 
amended Sections 42 and 43 of the 
1939 Code and added Section 126, 


which is now incorporated in Section 
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691. Under the present law, income 
items remain income in the hands of 
whoever collects them, but they are 
taxed only when collected unless, of 
course, the decedent was on the ac- 
crual basis of reporting and such items 
were properly accruable in the year of 
his death, without regard to the fact 
of his death. Of course, such income 
items are also assets of the decedent's 
estate for estate-tax purposes. 

In short, without the unfortunate 
doubling-up effect of the 1934 amend- 
ments, Section 691(a) insures that all 
income items in respect of a decedent 
are subject to income tax, yet are also 
includible in the decedent’s gross estate 
as if they had been collected immedi- 
ately prior to his death. At the same 
time, on the deduction side, certain 
items may both reduce the size of the 
decedent’s estate and serve as income- 
tax deductions to the estate or to the 
person paying such expenses. The 
items thus granted deductibility for 
estate income tax purposes without re- 
gard to their estate-tax status are busi- 
ness and non-business expenses, inter- 
est, taxes, depletion, and the foreign 
tax credit. For example, salary owed by 
a deceased sole proprietor to his 
grocery clerk would be his business ex- 
pense and as such deductible by the 
decedent’s estate when paid by it under 
Section 691(b)(1)(A). At the same 
time, it would constitute a claim against 
the decedent’s estate and would be de- 
ductible for estate-tax purposes under 
Section 2053. Such double deductibility 
is intended and is entirely proper. Of 
course if the estate is not liable for the 
obligation to which the deduction or 
credit relates, then the person who ac- 
quires property from the decedent sub- 
ject to such obligation gets the deduc- 
tion or credit. (A special rule applies to 
depletion, which is not discussed here. ) 


Expenses of sale 


There are, in addition, several other 
items which qualify for double deduc- 
tion treatment outside of the scope of 
Section 691(b). These are such items 
as brokerage fees, auctioneers’ fees, and 
other items of expense incurred in con- 
nection with the sale or other disposi- 
tion of estate property. Regulation 105, 
Section 81.35, dealing with miscella- 
neous administration expenses, includes 
such items where incurred as necessary 
to pay debts of the estate, to pay the 
expenses of administration, or to effect 
distribution. Thus, in Estate of D. S. 
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Blossom (45 BTA 691 (1941), broker- 
age commissions on the sale of stock re- 
quired to give effect to testamentary 
cash bequests were held deductible for 
esate-tax purposes. More recently, an 
even more liberal attitude toward such 
expenses has been evidenced. Estate of 
Louis Sternberger! permitted an estate- 
tax deduction for brokerage commis- 
sions and legal fees incurred in connec- 
tion with the sale of a decedent’s resi- 
dence. The will permitted the deced- 
ent’s wife and daughter to live in the 
residence but they chose to live else- 
where and the property was sold by 
the executor under a power given in the 
will. The proceeds of sale were not 
needed to pay debts or expenses and 
passed into a residuary trust created by 
the will. The Commissioner contended 
that the expenses were those of the 
trust, the trustee also possessing the 
power to sell the residence. The Tax 
Court, however, was satisfied with the 
fact that the executor did in fact sell 
the real estate and the fact that the 
New York courts permitted the ex- 
penses of sale to be treated as admin- 
istration expenses. This decision has 
been acquiesced on this point in 
1953-1 CB 6.2 

While these expenses are deductible 
as administration expenses, they are not 
subject to the restraints contained in 
Section 642(g), because they are not 
income-tax “deductions” but are instead 
offsets against the proceeds of sale. This 
has been the law with respect to com- 
missions paid in connection with the 
sale of real estate by one not a dealer 
ever since E. A. Giffin (19 BTA 1248 
(1930) ) and with respect to such com- 
missions paid on the sale of securities 
since Spreckels (315 U.S. 626 (1942) ). 
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Alimony 

Another item which formerly quali- 
fied for double deductibility was alli- 
mony. It was held in Laughlin’s Estate 
v. Com’r (167 F.2d 828) that pe- 
riodic payments to a diverced wife pur- 
suant to a divorce decree were de- 
ductible by her husband’s estate on its 
income-tax return where the estate was 
obligated by the decree to continue 
the payments. The Ninth Circuit held 
that payments were not deductible 
under Section 23(u) of the 1989 Code 
dealing with alimony, but were de- 


118 TC 886 (1952), aff'd on other issues, 207 
F. 2d 600 (CA-2, 1953), rev’d on the same other 
issues, 75 S. Ct. 229 (1955). 

2See also Estate of Louis Richards, 20 TC 904 
(1958), acq. 1954-2 IRB 4. 
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ductible under Sections 162(b) and 
171(b), as ordinary income currently 
distributable to a beneficiary. The wife 
was required under Section 22(k) to 
include such payments in her gross in- 
come, and Section 171(b) defined a 
wife described in Section 22(k) as a 
“beneficiary.” Thus, to the extent the 
distributable income of the estate ex- 
ceeded the amount paid to the divorced 
wife, the estate was held entitled to 
deduct the payments to her. The estate 
in this case had already taken the com- 
muted value of the alimony as an 
estate-tax deduction in an earlier year, 
but this had no effect upon the income- 
tax deduction. While the court held that 
Section 162(e) did not apply to the 
years in question, since the income-tax 
deduction was founded upon Section 
162(b) rather than upon _ Section 


23(u), the deduction did not fall within 
the limitations of Section 162(e) in 
any event. It will be recalled that Sec- 
tion 162(e) was specifically limited in 
application to Section 23 items. 

The estate-tax deductibility of the 
commuted value of such payments has 
been upheld in Commissioner v. State 
Street Trust Co. (128 F. 2d 618) and 
Estate of W. T. Keller (1942 P-H BTA 
Memo Dec., Par. 42,094), and this ap- 
plies even where the alimony stops 
not only on the death but also on the 
re-marriage of the wife (Commissioner 
v. Maresi, 156 F. 2d 929). 

However, it appears that such an 
item would now be subject to the elec- 
tion provided in Section 642(g) since 
that section applies to all deductions in 
computing taxable income, other than 
those permitted under Section 691(b). 


[Mr. Sutter is associated with the Chicago law firm of Hopkins, Sutter, Halls, 
Owen and Mulroy. He holds the degree of J.D. from the University of Michigan. 
The foregoing article is drawn from part of a paper written by Mr. Sutter for the 


Illinois Bar Journal.] 
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Grantor's estate includes $170,000 trust; 
he had right worth 8% to name new 
beneficiaries if he should survive orig- 
inal ones. Taxpayer estate was required 
to include the corpus of a trust created 
in 1923 by the decedent. He had re- 
served the right to appoint new bene- 
ficiaries if he should survive his wife 
and son. Upon decedent’s death the 
value of this power was 8% of the 
total value of the trust. Being in excess 
of 5%, the trust is includible in the 
estate. Costin Estate, DC Ind. 8/22/55. 


Wife has a vested interest in community 
property. The wife’s interest in commu- 
nity property is a vested interest under 
the laws of Nevada. The value of one- 
half of the community property and one- 
half of the jointly owned property ac- 
quired with community funds is in- 
cludible in the deceased wife’s gross 
estate. Rev. Rul. 55-605. 


Can’t deduct interim principal com- 
mission from trust includible in estate. 
Taxpayer estate was required to include 
for tax purposes a trust decedent had 
created in 1929. It was proper to deduct 
the legal fees in connection with an 
accounting. The trustee’s commissions 
on principal at the decedent’s death, 


sions this month 


however, were not deductible as they 
were not permitted except at termina- 
tion under state law. The fact that the 
state probate court permitted the de- 
duction of the commissions in the ab- 
sence of objections by the remainder 
interests was not controlling. Fidel'ty- 
Philadelphia Tr. Co., 9/2/55 ‘Berkman 
Estate), DC Pa., 9/2/55. 


Value of closely held stock determined. 
For estate tax purposes stock in a closely 
held corporation was valued by the 
court at $375 per share as against a 
value of $150 reported by the estate 
and $600 claimed by the Commissioner. 
Witnesses gave opinions of value vary- 
ing from $150 per share to $225. Est. 
of Fitts, TCM 1955-269. 


Legal fees in getting refund allowed 
though omitted from claim. The regu- 
lations require that a claim for allow- 
ance as an estate-tax deduction of legal 
fees incurred in obtaining a refund be 
included in the original complaint filed 
in the refund suit. Here taxpayer sought 
allowance of the deduction in an 
amended complaint filed after the trial 
and opinion of court, but prior to entry 
of judgment. The court allowed it, com- 
menting that such procedure did not 
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meet the court’s approval but was 
granted only because of the liberality 
of the federal rules of procedure. Plas- 
sey, DC Mich., 6/23/55. 


Can't deduct tax liability incurred after 
death, though prior to valuation date. 
In determining the net value of the 
assets of an inter vivos trust created by 
the decedent and included in his gross 
estate, allowance should be made for 
income-tax liability incurred by the 
trust prior to the date of decedent’s 
death. No allowance should be made 
for income-tax liability incurred sub- 
sequent to that date even though the 
estate is valued in accordance with the 
optional valuation date, one year after 
death. Rev. Rul. 55-601. 


Revocable trust taxable in grantor’s es- 
tate; value of children’s support rights 
determined. Taxpayer created a trust 
with income to go to his children. The 
trust was revocable by him, with the 
consent of his wife, while they were 
both alive. Subsequently, taxpayer and 
his wife were divorced. The property 
settlement agreement incident to the 
divorce provided that the trust income 
for the children was in full satisfaction 
of the taxpayer’s obligation for their 
support. The taxpayer's estate claims 
that the corpus of the trust, although 
revocable, was not includible in the 
taxable gross estate because the trans- 
fer was made for adequate and full 
consideration—the discharge of the legal 
obligation to support the children. Fur- 
thermore, the estate argued, the value 
of the support obligation was the full 
corpus of the trust because that was 
the amount agreed on in arms-length 
negotiations and confirmed by the di- 
vorce court. The court agreed that the 
corpus of the trust includible in the 
taxable estate should be reduced by 
the value of the support rights, but held 
that in determining that value, it was 
not bound by the agreement between 
the parents. Chase National Bank (Mc- 
Donald Estate), CA-8, 9/15/55. 


Estate does not include interest in trust; 
State court allowed none in trust ac- 
counting. [Acquiescence.] Decedent's 
mother had a power of appointment 
over part of the corpus of a trust, which, 
it so happened, terminated some six 
months after decedent’s death. The 
mother had, in 1932, exercised the 
power so that decedent would have re- 


ceived a share of the corpus had he 
survived to the termination. Upon ac- 
counting in the Orphans Court in Penn- 
sylvania, none of the income of the trust 
after decedent’s death was allocated to 
his estate. The Commissioner, however, 
asserted that the attempted exercise of 
the power by decedent’s mother was 
invalid as providing for a prohibited 
‘accumulation and the decedent’s estate 
should have received income for the six- 
month period. The Tax Court said that 
it was bound by the finding of the state 
court, but that in any event, the court 
was right. Martin Estate, 23 TC 725, 
acq. IRB 1955-39. 


Non-resident alien’s bank deposit not 
taxed even though vested in Alien 
Property Custodian. [Acquiescence.] 
When the decedent died in 1943 funds 
which had been deposited by the Treas- 
urer of the City of New York for her in 
a New York Bank were subject to a 
vesting order of the Alien Property Cus- 
todian issued in 1942. In 1944 he ac- 
tually received these funds. The estate 
claimed there was no estate tax due 
since the funds were on deposit in a 
bank and so exempt. The argument of 
the Commissioner was that she had no 
title at death—the title was held by the 
U.S. government. The Tax Court holds 
that under the Trading with the Enemy 
Act vesting is ignored for tax purposes 
and the money prior thereto was held 
for her. Joachim Estate, 22 TC 875, 
acq. IRB 1955-37. 


Estate includes only half of joint prop- 
erty. [Acquiescence.] The decedent 
made gifts of certain property held 
jointly with his wife. The gifts were 
found to be in contemplation of death. 
More than half of the property had come 
from the decedent. However, because 
under California law a joint tenant can- 
not dispose of more than his interest, 
only half the gift was includible in his 
estate. Brockway, 18 TC 488, Acq. IRB 
1955-41. 


Tax Court refuses to follow Kieckhefer 
on gifts in trusts for a minor. Taxpayer 
created a trust for the benefit of a 
minor grandson which permitted the 
grandson to terminate the trust at any 
time, but during his minority his power 
to terminate could be exercised only by 
his legal guardian. The trustee, in his 
discretion, was authorized to distribute 
the corpus to the beneficiary at any 
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time. Since no legal guardian was in 
fact appointed, the gift of the right to 
corpus was a gift of a future interest 
and hence not subject to the annual 
$3,000 exclusion. The court noted that 
these facts were the same as those in 
both the Kieckhefer and Stifel cases. 
However the Kieckhefer case was re- 
versed by CA-7. That court said that 
the trust provisions would have created 
a gift of a present interest in an adult; 
the restrictions imposed by state law 
could not transform a gift of a present 
interest into a future interest. This rea- 
soning the Tax Court refused to follow. 
[The 1954 Code now permits a gift-tax 
exclusion for certain transfers for the 
benefit of a minor. Ed.] Ross, TCM 
1955-273. 


Insurance proceeds includible in dece- 
dent’s estate in proportion to his con- 
tributions to trust for payment of pre- 
miums. [Acquiescence.] Decedent’s 
wife took out an insurance policy on his 
life which she transferred to a trust 
together with certain securities. Dece- 
dent and his wife subsequently made 
additional transfers of cash or securi- 
ties to the trust. Trust income was to 
pay insurance premiums, any excess to 
be paid the wife for her life. The Tax 
Court finds that the decedent had no 
incidents of ownership in the policy at 
his death and it holds that the insurance 
proceeds are includible in his estate only 
in so far as the trust income used to 
pay the premiums was attributable to 
trust assets contributed by the decedent. 
Karagheusian Estate, 23 TC 806, Acq. 
IRB 1955-41. 


Estate does not include annuity despite 
decedent's powers (old law). [Non-ac- 
quiescence withdrawn.] Decedent’s hus- 
band had purchased an annuity; how- 
ever she had the power to change bene- 
ficiaries or surrender. The annuity was 
not includible in her estate—she had not 
made the transfer. Her husband had and 
under the applicable law her power 
was not a taxable general power of ap- 
pointment. Haggett Estate, 14 TC 325; 
Non-acq. CB 1950-2, 5; acq. IRB 1955- 
4l. 
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TAX CONSEQUENCES OF 
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rganization 
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Several interesting new decisions affecting 


incorporation of partnerships 


fo MANY PURPOSES a partnership is 

not considered an entity. Its in- 
come is taxed directly to the partners, 
whether distributed or not. For this 
reason it is often thought that the in- 
corporation of a partnership is a fairly 
simple matter. We simply transfer the 
assets, subject to the liabilities, to the 
corporation in exchange for its stock. 
The assets, in the hands of the corpora- 
tion, will have the same basis as in the 
hands of the partnership. The stock, in 
the hands of the shareholders, will have 
the same basis as their partnership 
interests. 

Actually, it is not this simple. There 
are two ways of incorporating a part- 
nership. We can dissolve it first and 
then have the partners transfer the as- 
sets to the corporation in return for 
stock. Or we can have the partnership 
transfer the assets and then distribute 
the stock received for them in liquida- 
tion. The tax consequences of one 
method can be much different from 
those of the other, and we should make 
the record clear as to which route was 
followed. 

In Flexer Theatres of Mississippi, 
Inc. v. U.S., decided June 8, 1955, the 
record was not clear and the taxpayer 
prevailed only after the Court of Ap- 
peals for the Sixth Circuit reversed a 
decision by the District Court for the 
Western District of Tennessee. The 
partnership had four partners, two of 
whom were buying out the other two. 
The remaining partners wanted to trans- 
fer the business to the corporation. The 
purchase price for the half interest was 
greater than the book value (the basis 
here) of the partnership’s assets. 

The lower court found that the buyers 
had first acquired the seller’s partner- 


ship interests, and had then caused 
the partnership to transfer its assets to 
the corporation. As a result, the corpora- 
ion had the same basis for the assets as 
the partnership had. The premium over 
basis paid by the remaining partners 
was included in their basis for the 
stock of the new corporation. The Court 
of Appeals found however, that the 
partnership was dissolved after the sale 
of the partnership interests, that the 
excess paid then attached itself to the 
assets so acquired and carried on into 
the corporation. 

The actual documents drawn up to 
effect the transfers supported the lower 
court. The only transfer of assets was 
from the partnership to the corporation. 
The Court of Appeals was forced to 
rely on the Tennessee law of partner- 
ships, which provides that after the sale 
of a partnership interest the partner- 
ship is terminated. All this litigation 
could have been avoided if the parties 
had taken the pains to spell out their 
transaction properly. 

The capital accounts of a partnership 
are often built up of unrelated items. 
They will include the original capital, 
undrawn earnings, and loans and ad- 
vances. It is not usual for partners’ 
capital accounts to stand in the part- 
ners’ profit-sharing ratios. In the case 
of Sheldon Tauber, 24 TC No. 24, a 
partnership of four equal partners de- 
cided to incorporate. Certain partners 
had advanced more than the others to 
the partnership, with the result that the 
capital accounts were not equal. It was 
decided to equalize the interest of the 
partners in the new corporation by 
issuing the stock equally and by issuing 
notes to each partner for that portion 
of his capital account in excess of his 


stock. During the tax years involved, in- 
terest. was paid on these notes. The 
Commissioner held that it should be 
treated as a dividend, but the Tax Court 
found the notes to be valid corporate 
obligations. 

It is of interest to note that when the 
Commissioner found, during the course 
of the trial, that he could not prevail 
on the theory of thin capitalization, he 
amended his pleadings to advance the 
theory that the receipt of the notes 
upon formation of the corporation gave 
rise to a capital gain. Whenever any- 
thing other than stock and securities, 
usually short term notes, is issued by a 
new corporation for assets, a potential 
gain arises, limited to the face value of 
the other property. Here, however, the 
court held that the issue was raised too 
late. 

Backhaus and Burke, Incorporated, 
TCM 1955-227 concerned a partner- 
ship formed in 1944 with a capital of 
$30,000, contributed equally by three 
partners. The business was successful, 
earning $305,000 in two years and 
eight months. It was then incorporated, 
at which time the undistributed profits 
amounted to over $131,000. The part- 
ners decided that the corporation should 
issue stock for $30,000 and notes for 
the balance. Over the Commissioner's 
protest, the interest on these notes 
was allowed as a deduction. 

In Sidney LeVine, 24 TC No. 19, 
the true value of partnership assets was 
in excess of their book value. The part- 
ners sold these assets to a corporation 
they controlled, and put a value of 
$100,000 on the goodwill, for which 
they were paid in cash. The Commis- 
sioner contended that this was simply 
a way of getting funds out of a corpo- 
ration at capital-gains rates. The court 
reviewed the evidence, however, found 
that the partnership had a goodwill 
based on its earnings, and held for the 
taxpayers. * 


Avoiding thin capitalization 
of real estate corporation 


IN RECENT ISSUES we have devoted quite 
a bit of space to the advantages and 
disadvantages of closely-held corpora- 
tions. We are pleased when a case 
comes along to support any. of our views 
which had not previously been tested 
in the Courts. We have always felt that 
if a corporation is formed to own real 
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estate, the initial capital should equal 
the first investment to be made, but 
subsequent purchases by the corpora- 
tion can be made with funds borrowed. 
In Pier Management Corp., TCM 1955- 
160, the corporation was formed with 
a capital of $5,500, which it used to 
purchase a warehouse subject to a 
mortgage of $11,500. Thereafter two 
pieces of vacant property were bought 
with $10,000 borrowed from the stock- 
holder. Interest on the indebtedness was 
not treated as a dividend, over the pro- 
test of the Commissioner. 

We have also felt that where the 
loans were all made by one of several 
stockholders, the doctrine of thin capi- 
talization should not be applied. This 
is confirmed by the case of W. H. 
Funke, TCM 1955-156. w 


Tax planning during 
insolvency of corporation 


THE AVERAGE insolvency reorganiza- 
tion is not planned with the tax con- 
sequences in view. It is the result of a 
series of compromises between the 
equity owners and the various classes 
of creditors, all of whom too often lose 
sight of the fact that the tax collector 
will gain the most. In three recent cases, 
the government came out the winner; 
they should furnish an object lesson for 
the lawyers handling such transactions. 
We cannot afford to disregard tax con- 
siderations in any type of litigation. 

In Estate of Alexander Lincoln, 
TCM 1955-70, the common share- 
holders surrendered 60% of their stock, 
preferred shareholders took common, as 
did creditors other than trade. The 
common shareholders were denied a loss 
because the court found the reorganiza- 
tion to be tax-free. In Western Massa- 
chusetts Theatres, Inc, 24 TC No. 36, 
and Goldstein Brothers, Inc. 23 TC No. 
132, successor corporations wanted to 
use the predecessor corporations basis, 
but were denied that right because the 
court found the reorganization to be 
taxable. In these last two cases the re- 
quired continuity of interest was lack- 
former stockholders did not 
receive an interest in the new corpora- 
tion for their old interest. 

In working out an insolvency reor- 
ganization, consideration should be 
given to whether it is more important 
to get a deductible loss for the owners, 
or to preserve the old basis for the new 
enterprise. Most insolvency reorganiza- 


ing; the 


tions of course take place during a 
period of poor business, and the owners 
are likely to have more losses than they 
can use. In reorganizations taking place 
now, this factor of deductible loss be- 
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comes more important. Under such cir- 
cumstances, the reorganization should 
be planned so it is not tax-free. This 
usually requires a bona fide sale to out- 
side interests. v 


Steps in reorganization may look all right, 


but deal-as-a-whole must also qualify 


Sass 1939 Cope and its predecessors 
contained provisions under which 
the acquisition by one corporation of 
control of another solely by the ex- 
change of voting stock was a tax-free 
exchange. The comparable provision of 
the 1954 Code is Section 368(a) (1) 
(B). In Hubert E. Howard, 24 TC No. 
90, Traux-Traer acquired 80.19% of 
the only outstanding class of Binkley 
stock for a part of its own voting stock, 
and also acquired the remainder of the 
stock of Binkley and the stock of Pyra- 
mid, a subsidiary of Binkley, other 
than that owned by Binkley, for cash 
in a single transaction. The Commis- 
sioner argued that this did not qualify 
as a reorganization under Section 112 
(g) (1) (B) of the 1939 Code, which is 
almost identical with Section 368(a) 
(1)(B) of the 1954 Code, 
part of the stock was acquired for cash. 
The taxpayer argued, however, that 
control was acquired for voting stock, 
and hence the cash acquisitions could 
be ignored. 

We have here the old problem as to 
whether we can split a transaction of 
this type into its constituent parts, or 
whether we must view it as a whole. 
Split in two, the taxpayer would pre- 
vail. The Tax Court chose to view it as 
a whole, and in a very well reasoned 
opinion, which reviews all of the lead- 
ing cases on the matter, found for the 
government. The case would appear to 
be good law under the new Code. Un- 
der the proposed regulations on Section 
368, the Commissioner emphasizes the 
word “solely.” The acquiring corpora- 
tion now, and this is different from the 
1939 Code, is permitted to have ac- 
quired some of the stock for cash in 
earlier transactions, but cannot acquire 
any of it for cash in the transaction 
specifically involved. The example given 
in the regulations illustrates this by as- 
suming a cash purchase in 1939 and 
the stock exchange in 1955. 

In this connection one of the princi- 


because 


ple pitfalls in tax planning has been the 
inability of the planners to see the 
forest for the trees. Many reorganiza- 
tion plans have been submitted to us 
for approval in which each step has 
been carefully supported by appropri- 
ate statutory language, but which, 
taken as a whole, will produce exactly 
the wrong result. Whenever you are 
planning a corporate reorganization you 
must be careful that every step does 
comply with the statute, but you can- 
not rest there. You must then look at 
the end result, ignoring each of inter- 
mediate steps, and see if it, too, fits into 
the statutory picture. This Howard 
case is a good example of this situation, 
in which a transaction, proper when 
viewed step by step, was not proper 


when viewed as a whole. 


Split-off has limited 


usefulness under new Code 


LOT WAS WRITTEN under the 1939 
Code about the three ways of di- 
viding a corporation—split-offs, split- 
ups, and spin-offs. A good example of a 
split-off is found in the recent case of 
Rena B. Farr, 24 TC No. 38. The peti- 
tioner owned all the stock of an automo- 
bile agency. She wanted to sell a sub- 
stantial portion of it to the manager, 
but its net worth was so high that his 
limited funds would purchase only a 
small amount. Accordingly, she caused 
the corporation to transfer its real es- 
tate to a new company, whose stock 
was taken by the old one. She then 
turned in half of her stock in the old 
company for stock in the new one. The 
Commissioner took the position that 
the transfer of the stock of the new 
company to her was a taxable dividend. 
The court found, however, that it was 
issued as part of a non-taxable corpo- 
rate reorganization. 
The language of the new code is 
superficially the same as that of the 
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old, insofar as this type of reorganiza- 
tion is concerned.,Under Section 368 
(a)(1)(D), the transfer by one cor- 
poration of a part of its assets to an- 
other for voting stock, with no change in 
control, is considered a reorganization, 
if, and here is the joker, the transaction 
qualifies under Section 354, 355, or 356. 
We find in Section 354(b)(1)(A) a 
requirement that all the assets of the 
old corporation must be transferred to 
the new, so we cannot bring it under 
that section. We find in Section 355(b) 
a requirement that that the corporation 
whose stock is being distributed must 
have been engaged in business for five 
years, or have succeeded to assets of 
the parent which were used in a busi- 
ness for five years. The ownership of 
real estate used by the parent corpora- 
tion is not considered the operation of 
a business. Section 356 applies to situa- 
tions where boot was received as well 
as stock, and is hence not applicable 
in this situation. 

We find, therefore, that we can now 
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work a split-off only if the new cor- 
poration has been engaged in business 
for five years, or has succeeded to the 
assets of a business that is at least five 
years old. If those qualifications are 
met, the stock can be spun-off without 
the stockholders surrendering any of 
their stock in the old corporation. Nor- 
mally, this would be a simpler transac- 
tion, and it hence appears that the old 
split-off is practically as dead as a dodo. 
This applies as well to the split-up 
which involved the transfer of all a 
corporation’s assets to two new corpora- 
tions and the transfer of their stock in 
exchange for all of the stock of the old. 

If you wish to be in a position to 
spin-off a corporation which has ac- 
quired your real estate, it would appear 
best to make the transfer to the new 
corporation now, and have it operate 
as a real estate corporation for at least 
five years. If it holds property for that 
period which it has rented to outsiders, 
as well as property which it rents to its 
parent, your case would be stronger. “ 


Guaranteed-loan route to ordinary loss 


when corporation fails suffers setback 


r THE Putnam case, noted last month 
(3 JTAX 279), the taxpayer loses 
one round in the continuing battle 
over guarantors’ payment of loans. 
Taxpayers, generally stockholders in the 
borrower, are fighting to be allowed an 
ordinary loss when they must pay the 
lender because the borrower can’t re- 
pay a loan they have guaranteed. 

Despite the importance of this prob- 
lem, the 1954 Code makes only a minor 
clarification. Richard Kilcullen voiced 
the disappointment of most practitioners 
in his comment on Section 166(f) of 
the Code in 30 NYU Law Review 249: 

Section 166(f) permits an individual 
guarantor of a noncorporate obligation 
a business bad-debt deduction with 
respect to payments made on his guar- 
antee if (a) the money obtained on 
the loan that was guaranteed was used 
by the borrower in his, the borrower's 
trade or business; and (b) the obliga- 
tion of the borrower to the lender is 
worthless when the payment is made 
by the guarantor. 

The field of nonbusiness losses and 
bad debts was one of the most active 
fields of tax litigation at the time of the 
enactment of the new Code. However, 
while most of this litigation involved 
advances by the taxpayer to a business 


enterprise in which he was interested, 
or a guarantee by the taxpayer of the 
obligation of the business enterprise in 
which he was interested, the taxpayer 
involved was usually a stockholder in a 
corporation receiving the advance or 
receiving the benefit of the guarantee. 
Normally, where the taxpayer guaran- 
teed the obligation of a noncorporate 
obligor he was in fact a partner in or a 
proprietor of the enterprise, with the re- 
sult that he had no difficulty in estab- 
lishing that the trade or business of the 
enterprise was his own trade or business 
and, accordingly, that the bad debt or 
the loss was incurred in his trade or 
business. 

Accordingly, it seems strange that if 
the current statute was to approach the 
question of business versus nonbusiness 
debts, the relief afforded should be 
confined to the guarantee of the obliga- 
tion of noncorporate obligors. 

The provisions of Section 166(f) are 
peculiar in another aspect as well. In 
many of the stockholder cases, in addi- 
tion to contending that his loss was 
sustained in his individual trade or 
business (by reason of his participation 
in the corporation’s affairs or by reason 
of his activities in organizing and financ- 
ing it), the taxpayer-guarantor further 


urged that even if his loss was not in- 
curred in his trade or business it was a 
nonbusiness loss under Section 23(e) 
(2) of the 1939 Code and not a non- 
business bad debt under Section 23(k) 
(4) of that Code. If successful this con- 
tention gave the taxpayer an unlimited 
ordinary loss in the year in which the 
payments were made, even though such 
loss was not considered to be sustained 
in the taxpayer’s own trade or business. 
While the taxpayer still had no carry- 
back or carryover, he was still far better 
off than under Section 23(k) where, 
as a nonbusiness bad debt, even in the 
year incurred, the loss was subject to 
the capital-loss limitations. 


Why loss is a bad debt 


The general rule of the cases regard- 
ing guarantee losses was that the loss 
was in fact a bad debt sustained by rea- 
son of the worthlessness of the obliga- 
tion of the principal debtor to reim- 
burse the guarantor for his payments. 
Despite the fact that payments normally 
were not made on the guarantee until 
the principal debtor was insolvent and 
the guarantor could have no expectation 
of repayment, the courts nevertheless 
held that a debt arose from the princi- 
pal obligor to the guarantor which debt 
was worthless at inception. 

Shortly before the enactment of the 
new law the taxpayer scored two major 
successes in this field. The Tax Court 
had previously carved out of the gen- 
eral rule above an exception in the 
case where the principal obligor was 
no longer in existence. In that situation 
the Tax Court held that no debt could 
arise and, accordingly, that the guar- 
antor’s loss was sustained as a_ loss 
when he made his payment on the 
guarantee (Greenspon, 8TC 431). The 
Third Circuit, in a square holding, 
(Pollak 209 F. 2d 57), decided that 
the loss on a guarantee was sustained 
as a loss when the payment was made 
where the obligor was insolvent as 
well as where the obligor was dead or 
out of existence. The rationale of those 
decisions was, as might be expected, 
that it was unrealistic to assume that 
a debt arose which was immediately 
worthless. Such an assumption is in 
fact contrary to the normal rule requir- 
ing that there be an expectation of re- 
payment at the time the loan is made 
if there is to be debt with respect to 
which a bad debt deduction may be 
claimed. 

The Senate report on the new pro- 
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visions states that if its requirements 
are not met the taxpayer “will, as under 
present law, be treated taxwise under 
whatever provisions of the Code are 
applicable in the factual situation.” It is 
apparent, therefore, that the intention 
was not to overrule the recent cases 
but merely to provide special rules ap- 
plicable in one particular situation; 
neither the terms nor the fact of the 
provisions made for this particular situa- 
tion are to affect the decision in other 
situations. Nevertheless, to use as the 
mechanics of a relief provision a rule 
(that payments on a guarantee give 
rise to a bad debt) which has just been 





Split-off of realty from auto business 
tax-free. [Acquiescence.] Motor Sales 
had a franchise from Studebaker. To 
satisfy the requirement that Motor Sales 
acquire a better location, its president 
negotiated for and purchased a lot, 
title to which was taken in her indi- 
vidual name. The court held she pur- 
chased as constructive trustee for the 
corporation which was in effect the 
true owner, having carried the lot as 
an asset in its statements and tax re- 
turns. Consequently a subsequent trans- 
fer of the realty to taxpayer for 1/, of 
her stock was a tax-free reorganization. 
Farr, 24 TC No. 38, acq. IRB 1955-40. 


Transferor retained control despite new 
corporation’s obligation to sell more 
stock; exchange was tax-free. The Court 
had previously held that in computing 
taxpayers equity invested capital a 
1932 reorganization should be treated 
as tax free. There the Commissioner 
argued that the transferor (the receiv- 
ers of the old corporation) lost control 
because a stock option was given to the 
executives of the transferee. The Court 
held the receivers retained control (3 
JTAX 49). On rehearing the Commis- 
sioner urges that a lease between the 
receivers and the transferee required 
the transferee to sell stock to the pub- 
lic. Again the court holds the receivers 
retained control. While there may have 
been an obligation to sell more stock, 
none had been sold at the time of the 
exchange. At that time the receivers 
were in control. National Bellas Hess, 
Inc., CA-8, 9/8/55. 


Sale of rights a dividend; therefore 85% 
intercorporate credit applies. [Non- 





New corporate decisions this month 


rejected by the courts at the instance 
of the taxpayer, seems of questionable 
wisdom. Substantially, the same result 
could have been obtained by a provi- 
sion to the effect that the loss sustained 
in such a situation, whether under Sec- 
tion 165 or 166, should be considered 
to have been sustained in the taxpayer’s 
trade or business. 

- When the rising flood of nonbusiness 
bad debt and nonbusiness loss litigation 
clamors for some legislative action it 
seems unfortunate that the subject once 
approached should be touched upon so 
lightly, and that even that touch should 
be inappropriate. w 


acquiescence.] The Commissioner deter- 
mined that taxpayer received ordinary 
income on the sale of its rights to pre- 
ferred stock of a corporation of which 
it owned all the common (Philip Mor- 
ris & Co. Ltd., Inc.). The taxpayer then 
claimed the income was a dividend and 
it was entitled to a credit. The tax 
Court, with two judges dissenting, 
agreed. Tobacco Products Export Corp., 
18 TC 1100, 21 TC 625; Non-acq. IRB 
1955-41. 


Tax Court refuses to follow CA-2 and 
CA-3 in Hirshon and Godley. Stock- 
holders received a distribution of greatly 
appreciated timberland property in 1948 
and 1949. Its fair market value was far 
in excess of the accumulated earnings of 
the corporation. The figures involved 
were (to nearest hundred dollars) : 


1948 1949 
Earnings and profits 
at beginning of 
year $ 9,300 $ 
Net income for the 
year 14,500 14,900 
Distributions 
Cash 13,500 
Property 
Value 1,000,000 18,000 
Basis to corp. 74,300 500 
Consent _ divi- 
dend 14,500 


The Tax Court, refusing to follow Hir- 
shon, (CA-2) and Godley (CA-3) con- 
sidered the distributions as_ taxable 
dividends only in an amount equal to 
the available earnings or profits each 
year, irrespective of the adjusted basis 
of the property distributed. Insofar as 
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the value of the distribution exceeded 
the corporate earning and profits it 
reduced the stockholders’ basis. After 
the stockholders’ basis is reduced to 
zero the distribution not out of earn- 
ings and profits is taxed as a capital 
gain. The Court found it unnecessary to 
decide whether the corporate earnings 
or profits should be reduced by the 
total fair market value of the distribu- 
tion or by the total adjusted basis to 
the corporation. (Note: Sec. 1.36-1 of 
the proposed Regulations under the 
1954 Code has adopted the reasoning 
of the Hirshon and Godley cases.) 
Cloutier, 24 TC No. 113. [See comment 
3 JTAX 287; note error there: first sen- 
tence should read: “. . . is in excess of 
earnings .. . are not taxable . . . to re- 
cipients to the extent that their value 
exceeds earnings or profits.” Ed.] 


1934 foreclosure of family corporation 
stock for “advances” set aside. They 
were dividends; stock belonged to de- 
cedents, is subject to tax lien. [Cert. 
denied.] Decedents were stockholders 
in a family owned corporation (sued 
here as transferee). For over forty years 
it carried accounts with family members 
but withdrawals were far in excess of 
salary and dividend credits. However, 
due to large earnings, capital was not 
impaired. In accordance with stock- 
holders’ pledge of stock to secure debit 
balances, the corporation foreclosed the 
shares. The Court finds that the ad- 
vances were in fact dividends, there 
was no valid lien by the corporation, 
the stock was the property of the dece- 
dents and subject to the Government's 
tax lien. Regensberg, CA-2, 4/11/55, 
Certiorari denied. 10/12/55. 


Can't carry basis through insolvency 
reorganization; didn’t acquire all the 
property. [Cert. denied.] Taxpayer had 
acquired some but not all the property 
of an insolvent company. Bondholders 
of the old company had bid in property 
at a foreclosure sale, created taxpayer 
and transferred the property to taxpayer 
for its stock. There was no tax free re- 
organization because all the property 
was not acquired. San Antonio Transit 
Co., CA-5, 8/5/54; Certiorari denied, 
10/12/55. 


Partnership of corporate stockholders 
to receive corporate income a sham. 
Stockholders of taxpayer corporation 
formed a partnership to finance condi- 
tional sales contracts of the auto cor- 
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poration. The partnership, which func- 
tioned only to purchase the contracts 
and transfer them to financing institu- 
tions with whom the corporation had 
previously dealt, was held to be a mere 
sham to divert the corporation’s in- 
come from the financing of its sales. 
The method of doing business con- 
tinued essentially unchanged; the part- 
nership performed no function. Ray- 
mond Pearson Motor Co., TCM 1955- 
260. 
Payments to widow-stockholders of 
family corporation are dividends, not 
gifts. Payments by a corporation owned 
by a closely-knit family to the widows 
of deceased members who had inher- 
ited stock in the corporation were found 
on the facts to be intended as distribu- 
tions of corporate earnings and were 
therefore taxable as dividends to the 
widows. The deceased husbands of two 
of the widows were officers; the hus- 
band of the third was not. The dura- 
tion of the payments was not limited. 
Lengsfield, TCM 1955-257. 


Corporation’s improvements to land 
prior to sale back to 51% stockholder 
not dividend. [ Acquiescence.] Taxpayer 
sold land to a corporation, of which he, 
with his wife, owned slightly over 50% 
of the stock. It was agreed that if any 
part proved unsuitable for a citrus fruit 
orchard, it would be sold back at the 
same price. The corporation spent some 
$25,000 to clear the land and $15,000 
to plant seedlings on part. Part was 
found unsuitable because of lack of 
water and was reconveyed to taxpayer. 
The clearing cost applicable to that was 
about $17,000. The earned surplus of 
the corporation was then about $9,000; 
consequently, the Commissioner held 
_ that taxpayer received a dividend in the 
clearing work to the extent of $9,000. 
The Court finds the transaction bona 
fide; it had business purpose; it was 
acquiesced in by the two other stock- 
holders owning 49%. H. L. McBride, 23 
TC 901, acq. IRB 1955-36. 


Royalties to stockholders non-deduc- 
tible; no business purpose in reorgani- 
zation. [Cert. denied.] Taxpayer's 
predecessor, a mining company, was 
liquidated in 1942. The stockholders 
transferred the assets to a new corpora- 
tion for stock and a contract to pay 
them a royalty of 5¢ a ton. The court 
holds that the transaction was a sham 
designed to convert non-deductible div- 
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idends into deductible royalties. The 
royalties are not deductible because 
they are not an ordinary and necessary 
business expense. One judge dissented, 
saying that the reorganization effected 
real changes. The stockholders obviously 
owned, through the old corporation, a 
valuable lease. If, after the liquidation, 
they sublet the operations to a stranger 
for a royalty, he would be permitted to 
deduct it. There is no reason why a 
new corporation organized by them can- 
not deduct the royalty. Ingle Coal Co. 
Ct. Clms., 1/11/55. Certiorari denied, 
10/12/55. 


No dividend if estate sells stock to 
subsidiary for death taxes. The execu- 
tors of an estate propose to sell com- 
mon stock held by the estate to a 
wholly-owned subsidiary of the corpo- 
ration. The Service holds that the pro- 
ceeds will not be treated under the 
1939 Code as a dividend to the estate 
to the extent that the amount does not 
exceed the death taxes. Rev. Rul. 55- 
592. 


Bonds issued for unpaid salary not com- 
pensation but security. [Acquiescence.] 
Taxpayers, who were doctors, operated 
a medical clinic. Because of financial 
difficulties the clinic was unable to pay 
the doctors’ back salaries and other 
indebtedness amounting in 1945 to 
$12,000. The trustees (taxpayers and 
one of their wives) decided to issue 
to them secured negotiable bonds in 
the amount of the debts owed them. 
The bonds were held to be nothing more 
than additional security for the principal 
debts. Their fair market value was 
therefore not taxable as compensation 
when recieved. The court also held that 
the doctors were not in constructive re- 
ceipt of the salaries credited to their 
account in 1944. The clinic showed a 
net deficit at the end of the year 
having used available funds to pay off 
a mortgage liability. Dial, 24 TC No. 16, 
Acq. IRB 1955-41. 


Commissioner didn’t prove “bargain” in 
stockholders purchases from corpora- 
tion. [Acquiescence.] Taxpayers were 
stockholders in a medical clinic. They 
purchased rental property from the 
clinic at its book value of $22,000. The 
Commissioner determined the fair mar- 
ket value of the property to be $26,000 
and increased the income of the tax- 
payer stockholders by $4,000. As the 
Commissioner failed to offer any evi- 


dence to contradict taxpayer’s testimony 
that the property wasn’t worth more 
than book value, the court found the 
fair market value of the property not 
in excess of $22,000. Dial, 24 TC No. 
16, Acq. IRB 1955-41. 


Corporation with business purpose 
recognized through others are sham. 
[Acquiescence.] It was agreed that tax- 
payer, owner of one-third of the stock 
of a corporation, would receive one- 
third of its assets. The corporation cre- 
ated a subsidiary, gave it the agreed- 
upon one-third, and then gave the stock 
of the subsidiary in exchange for tax- 
payer's. This subsidiary may not be 
ignored even though taxpayer created 
several corporations in an attempt to 
avoid tax on the transfer and these 
corporations were sham and ignored 
for tax purposes. Jackson, 24 TC No. 1, 
acq. IRB 1955-36. 


Stockholder’s retention of proceeds of 
sale of corporate assets a liquidation. 
Taxpayer was appointed receiver of 
Elyco in 1934. By 1939 he had pur- 
chased with his own funds its mort- 
gages and other debts. In 1941 he ac- 
quired for Elyco’s benefit, with his own 
funds, the assets of 2 other companies 
and mingled them with Elyco’s assets. 
In 1942 he sold the assets and business 
of Elyco, including those of the other 
two companies. Payments on the pur- 
chase price were made over a one-and- 
a-half-year period. As soon as taxpayer 
received these payments he appropri- 
ated them for his own use. By the time 
taxpayer had received an amount equal 
to the debts which Elyco owed him he 
owned 290 shares of Elyco. Even after 
all the debts to him were paid off he 
continued to appropriate purchase price 
payments to his own use. The Tax Court 
held that a complete liquidation of 
Elyco was effected and taxpayer had a 
short-term capital gain since he had 
held all shares less than six months. 
This court affirms the Tax Court. The 
case was remanded, however, so that 
the Tax Court could determine whether 
Elyco’s liquidation was effected by dis- 
tribution to taxpayer of its contract 
rights with the purchaser (short-term 
gain would be measured by fair market 
value of contract) or by series of dis- 
tributions (some gain would be long- 
term depending on date taxpayer ac- 
quired each share of Elyco’s stock). 
Meldon, CA-3, 8/23/55. [See also add'l 
comment, 3 JTAX 278, 310.] 
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Gift tax considerations in divorce 


settlements depend on Section 2516 


pa PAYMENTS of alimony made 
by the husband to the wife should 
not give rise to gift-tax questions, inas- 
much as the inclusion of such matters 
within the purview of the income tax 
statute shows a Congressional intent to 
treat them as income, and not capital, 
matters. A multiplicity of litigation, 
however, has arisen out of cases of a 
gross sum paid in addition to periodic 
alimony, or of a lump sum settlement 
in lieu of alimony, or in payment or 
discharge of other obligation, and in 
general in property divisions or recipro- 
cal transfers. 

The question has been, as in cases 
involving estate tax deduction, whether 
or not the transfer is based upon an ade- 
quate consideration. Section 1000(a) 
of the 1939 Code (2501(a) of the 1954 
Code) imposes a tax on “the transfer 
of property by gift,” and a gift is de- 
fined as being a transfer of property 
to the extent that the value thereof 
exceeds “an adequate and full con- 
sideration in money or money’s worth,” 
or to the extent that no such considera- 
tion exists (Internal Revenue Code 
section 2512(b); 1939 Code section 
1002). The perplexing question of the 
applicability of the gift-tax laws to 
property settlement transfers will, to a 
large extent, disappear in the years to 
come, because Section 2516, incorpo- 
rated in the gift-tax provisions of the 
1954 Internal Revenue Code, provides: 

“Where husband and wife enter into 
a written agreement relative to their 
marital and property rights and divorce 
within 2 years thereafter 
(whether or not such agreement is 
approved by the divorce decree), any 
transfers of property or interests in 
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property made pursuant to such agree- 
ment— 

“(1) to either spouse in settlement 
of his or her marital or property rights, 
or 

“(2) to provide a reasonable allow- 
ance for the support of issue of the 
marriage during minority, shall be 
deemed to be transfers made for a full 
and adequate consideration in money or 
money’s worth.” 

In common with other gift tax pro- 
visions of the Code, this section will 
be applicable to transfers made in the 
calendar year 1955, and all later years. 


Four requirements must be met 


The following requirements must be 
met to avoid the question of gift tax 
under this section. 

1. There must be a written agree- 
ment concerning both marital and 
property rights. 

2. A divorce must occur within two 
years after the date of the agreement. 
Apparently there is no necessity that the 
agreement be “incident” to the decree, 
or approved thereby, but the question 
is determined solely on a time basis. 

3. The transfer in question must be 
made pursuant to the agreement. 

4. The transfer must be made to a 
spouse for the release of either marital 
or property rights (and presumably of 
both, so that segregation is unneces- 
sary), or to provide a reasonable allow- 
ance for minor children. 

While Section 2516 will, it is hoped, 
reduce the volume of fruitless and con- 
fusing litigation in this field, some con- 
sideration must nonetheless be given 
to the prior law. Many cases will 
doubtless arise over transfers made in 
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1954 and prior years, or in cases where 
the decree was one of separate mainte- 
nance or of some other type than 
divorce, or where the transfer was made 
pursuant to decree, or by agreement 
after divorce. Further cases will doubt- 
less arise where one or more of the re- 
quirements of Section 2516 will not be 
found in the marital transfer. 

Pre-1955 law holds that the gift tax 
is not confined to gifts in the traditional 
sense, and may include sales or ex- 
changes where the consideration re- 
ceived is less than the value of the 
property transferred, the tax then apply- 
ing to the extent of the difference. The 
regulations (108, 86.8 (1943)) state 
that considerations such as “love and 
affection, promise of marriage, etc.” 
cannot be expressed in, nor reduced to, 
any monetary value, and hence cannot 
constitute consideration to any extent. 
This is doubtless still the applicable law 
for 1955 and later years until changed 
by statute, but insofar as property 
settlements are concerned is subject to 
the provisions of Section 2516 above 
quoted. 


Ante-nuptial agreements 


The historical background of the gift 
tax cases arose from ante-nuptial agree- 
ments. By this is meant the difficult 
case of the transfer by the intended 
husband to the intended wife of certain 
property for her release of marital rights 
in the husband’s property. Such rights 
would include dower, curtesy, or the 
substituted statutory equivalent. Such 
rights normally would not exist in com- 
munity property states, but there are 
still important marital property rights, 
such as a widow’s allowance and the 
right to declare a probate homestead. 
Such transfers normally would not pur- 
port to be in consideration of a release 
of the marital support rights, as the 
courts would doubtless declare such 
an attempt to avoid the normal support 
obligation of a husband to a wife void, 
as contrary to public policy. 

In the ante-nuptial cases, taxpayers 
contended that a release of marital 
rights was a valuable consideration in 
money’s worth, while the Commissioner 
argued that the marital property rights, 
as distinguished from marital support 
rights, could not constitute considera- 
tion. The Supreme Court in this ques- 
tion sustained the Commissioner,! hold- 
ing that ante-nuptial transfers were sub- 
ject to tax. While the gift-tax statutes 
were silent on the point, the court 
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noted that the gift tax was primarily 
designed to prevent avoidance of the 
estate tax, and that the two were to 
be construed in pari materia. Internal 
Revenue Code (1939) Section 812(b) 
expressly stated that release of marital 
property rights could not be consid- 
ered sufficient to support a claim as a 
deduction from the gross estate, and 
hence the court arbitrarily read this 
statute into Section 1002 of the old 
Code concerning the gift tax. The result 
of this ruling was extended by the Com- 
missioner, by regulation, into divorce 
and separation agreements (ET 19 
(1942-2 Cum. Bull. 166)). The basis 
of the Treasury’s position was that 
relinquishment of marital property 
rights could not constitute a valuable 
consideration, but that transfers in 
satisfaction of support obligations would 
be held to be for adequate and full 
consideration, and that the value of the 
relinquished support rights would be 
determined in each individual case. 
If the transfer was made for the release 
of both types of rights, the Commis- 
sioner will allocate the property trans- 
ferred, and its value, between the re- 
spective rights so released “in the 
absence of a reasonable allocation or 
segregation by the parties.” 

During the period of 1945 to 1948, 
the Tax Court consistently ruled with 
the taxpayer in fourteen out of fifteen 
cases, basing its decisions upon the dis- 
tinction between the donative character 
of a pre-marital transfer and the arm’s- 
length bargaining characteristics of 
divorce settlements, which the court 
felt precluded any finding of a gift. 
The taxpayers were nearly as success- 
ful in the various circuit courts, but on 
different theories. In Converse (163 F. 
2d 131 affg. 5 TC 1014) Second Cir- 
cuit decided for the taxpayer on the 
basis that the settlement agreement had 
not been incorporated in the divorce 
decree,? the transfer arose from the 
judgment not the contract, and the gift 
tax was thus inapplicable without refer- 
ence to the question of consideration. 
This again was based upon the analogy 
to the estate tax deduction cases. 

Much, but not all of this controversy, 
was laid to rest by the Harris decision 
of the Supreme Court in 1950 (340 
U. S. 106, 71 S.Ct. 181). The court here 
sustained the Treasury ruling in ET 19, 


1 Merrill v. Fahs, 324 U.S. 308, 65 S. Ct. 655 
(1945); Comm’r cv. Wemyss, 324, U.S. 303, 65 
S. Ct. 652 (1945); see Comm’r v. Bristol, 121 
F, (2d) 129, C.C.A. 1 (1941). 

2 The agreement was not carried out. A settlement 

was reached during trial and ordered by the court. 
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and overruled the Tax Court distinction 
between ante-nuptial and _ separation 
agreements, holding that marital prop- 
erty rights could not constitute con- 
sideration for gift tax purposes. How- 
ever, the court ruled that the gift tax 
did not apply because, the agreement 
having been incorporated in the de- 
cree, the transfer was effected by the 
latter. Hence a taxable gift could not 
be found based upon a transfer ordered 
by a court where the promise of the 
parties was not the operative fact, and 
where the court decree could not be 
construed as a promise or agreement. 

The technical and unrealistic dis- 
tinction of the Harris case would ap- 
pear to be inferior to the Tax Court rule 
which it supplanted. Furthermore, to 
this writer at least, it did not appear to 
answer all problems, and a valid Treas- 
ury argument for distinguishment in the 
majority of cases can easily be raised. 


Role of Reno divorces 


Nearly all of the leading cases on 
this point arose out of Nevada divorce 
decrees, during a time when the courts 
of that state were empowered by stat- 
utory provision, peculiar in a com- 
munity property or any other state, al- 
lowing them “in granting a divorce .. . 
(to) .. . make such disposition of the 
community and separate property of 
the parties as shall appear just... .” The 
words “and separate” were deleted from 
the Nevada statute in 1949. While the 
courts have stressed this provision of 
Nevada law in various decisions, it has 
been seemingly ignored by the Commis- 
sioner, who as recently as 1954 has 
construed the Harris decision as fol- 
lows: 

“In Cornelia Harris v. Commissioner, 
340 U.S. 106, Ct. D. 1937, C.B. 1950-2, 
77, it was held that where a property 
settlement agreement entered into in 
contemplation of divorce was to become 
effective only upon its approval by the 
divorce court and such agreement was 
ratified and approved by the court, the 
divorced wife acquired her property 
interest by the court decree and not by 
way of a transfer from her husband. 

“The agreement in this case, as in 
the Harris case, supra, was not to be- 
come binding upon either party unless 
approved by the court in the decree of 
divorce.” (Rev. Rul. 54-29). 

In other words, where the court had 
the power to make a “decretal” transfer 
of a portion of the husband’s property, 
it could well be found that in making 


such transfer by agreement, the hus- 
band was doing merely that which the 
court might otherwise do for him. 
However, absent statutory authority 
vested in the court such as was in exist- 
ence for this limited period in Nevada, 
the Commissioner could well argue that 
the court having no authority to award 
any of the separate property of the 
husband to his wife, he could make 
such transfer only by a voluntary agree- 
ment. If such voluntary agreement were 
based upon the wife’s relinquishment 
of property rights, the rule that such 
could not constitute a valuable con- 
sideration would apply. If the husband 
countered that such transfer was made 
by him only to avoid the power of the 
court to award alimony payments 
(which the court would presumably 
have the power to do in most states, 
with or without the consent of the hus- 
band), then the taxpayer would be 
squarely in the purview of ET 19, sus- 
tained by the Supreme Court in the 
Harris opinion, which recognized such 
a transfer as one for a valuable con- 
sideration, but which purported to 
measure the amount of the considera- 
tion by valuing the support rights so 
released. 

Following the Harris decision, and 
prior to the effective date of Section 
2516, it would seem that a husband, 
unless fortunate enough to reside in a 
jurisliction having applicable statutory 
authority found in the Harris case, 
should carefully consider it to insure 
reliance thereon. 

It would seem that such an agreement 
should be made in contemplation of di- 
vorce, effective only upon approval by 
the court, and should be ratified and 
approved by the decree. Thereupon, the 
transfer would be held to be made by 
the decree and not by the agreement. 

While the Harris decision was by a 
5-4 vote, it should be noted that the 
minority stressed the fact that the agree- 
ment provided that it was to continue 
after the judgment. States such as Cali- 
fornia, which have a rule of mandatory 
merger of agreements incorporated into 
a decree, would appear to provide an 
additional safeguard for the taxpayer in 
that the public policy of such states 
would not permit the agreement, so in- 
corporated, to continue in separate ef- 
fectiveness after the date of the decree. 


Circuit courts disagree on Harris 


In support of the statement that the 
Harris case did not clear up all ques- 
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tions on this matter is the difference in 
opinion of various circuit courts as to 
the law thereby established. The Sec- 
ond Circuit apparently reverted to the 
old Tax Court rule applicable prior to 
the Harris decision, stating that “. 
even a family transaction may for gift- 
tax purposes be treated as one ‘in the or- 
dinary course of business’ as defined in 
this Regulation (Regs 108, Sec. 86.8) if 
each of the parenthetical criteria is 
fully met” (bona fide, arm’s length and, 
free from donative intent). (Rosenthal 
v. Comm’r. 205 F.2d 505, 509; rvsg., 
17 TC 1047.) 

The First Circuit, however, appeared 
more accurately to perceive and apply 
the rule of the Harris opinion, stressing 
the fact that the motivating principle of 
the transfer was the power of the court 
to make a property disposition in lieu 
of a voluntary arrangement by the par- 
ties. The Circuit Court said: 

all transfers agreed upon in 
contemplation of divorce and executed 
after approval by a divorce court hav- 
ing jurisdiction to give such sanction or 
in its discretion to prescribe some differ- 
ent property settlement, should be ex- 
empt from the gift tax.” (McMurty v. 
Comm’r., 203 F.2d 659, 662.) 

In addition to the protection of Harris 
in transfers not within Section 2516, it 
would appear that the parties should 
adopt the invitation issued by the Com- 
missioner in ET 19 to allocate between 
marital and support rights. From the 
text of that ruling it would appear that 
the allocation must be clear and reason- 
able. If the marital property rights (not 
adequate as consideration) released by 
the parties are mutual and equivalent, 
as would be the case perhaps in states 
where dower or curtesy did not exist 
and where each party had separate 
property, it might be argued that all 
other consideration furnished by the 
husband could therefore be allocated to 
the release of support rights of the 
wife. Certainly separate clauses in the 
agreement, if not separate agreements, 
should be used for the release of support 
rights, and for the release of property 
rights. 


Proper practice now 

So far as the valuation of such rights 
under ET 19 are concerned, periodic 
payments which are taxable to the wife 
as alimony under Section 71(a) should 
not figure in the gift-tax picture, as the 
Congressional intent with regard thereto 
is clear. There are some indications that 


the Commissioner will argue that in- 
stallment payments to be made over a 
more than 10-year period, and hence 
“periodic” for income-tax purposes, if 
furnished in lieu of property rights, or 
in excess of the value of support rights 
surrendered, may be subject to gift tax 
although qualified under Section 71 
(22(k)) for income tax deduction by 
the husband. It is certain that a promise 
to make periodic or installment pay- 
ments, if a gift, will be held to occur 
when the promise is given and made 
effective, and not as each separate pay- 
ment is made. Here, as in the estate-tax 
deduction cases, the value used will be 
the present commuted actuarial value of 
the payments to be received by the wife 
over a period of years. 

It will be at once perceived that, 
under such a rule, the husband will lose 
the value of the annual exclusions, but, 
in the case of large transfers, will gain 
by having a lower total value for gift- 
tax purposes. The present or commuted 
value of support rights surrendered by 
the wife are considered as a question of 
fact, and are to be determined upon 
actuarial principles. The husband’s in- 
come and station of life, and the stand- 
ard of living enjoyed by the parties, 
are considered here as applicable to the 
value of the rights, just as they are by 
the state court in determining the 
amount of alimony appropriate to the 
circumstances. Where the remarriage of 
the wife is not a factor, the Actuaries’ 
Combined Experience Table of Mortal- 
ity with 4% interest rates will be used, 
and the husband may not use the cost 
of purchasing a commercial annuity as 
indicating the value of the commitment, 
in view of the loading factor encoun- 
tered in such cases. Where the support 
payments will cease upon the wife’s 
remarriage, the commuted value thereof 
will be reduced by the value of the 
possibility of her remarriage to be de- 
termined according to experience in 
workmen’s compensation cases. Under 
existing law, transfers, whether outright 
or in trust, for the support of minor 
children have been held not to be gifts, 
and the income therefrom, to the extent 
that there is income, is taxable to the 
husband, for the reason that it is used 
in discharge of his legal obligation to 
support his children. Transfers resulting 
in property interests vesting in the 
minor children after majority, or in ex- 
cess of the amount reasonably necessary 
for their support during minority, will, 
to such extent, be treated as gifts. This 
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is so regardless of incorporation in a 
court decree, inasmuch as the Harris 
rule does not apply to transfers for the 
benefit of children. 

This rule needs now, for post-1954 
transfers, to be considered in the light 
of Section 2516(2) of the 1954 Code, 
which states that the transfers “to pro- 
vide a reasonable allowance for the 
support of issue of the marriage during 
minority” are deemed to be transfers for 
consideration. This language would ap- 
pear to codify the existing law to the 
extent that transfers in excess of the 
amount reasonably necessary for the 
support of the children during minority 
will be subject to gift tax. Amounts rea- 
sonably necessary for support during 
minority will now be held free of gift 
tax by virtue of express statutory exclu- 
sion, as being based upon valuable con- 
sideration. What effect, if any, this gift- 
tax enactment will have upon the in- 
come-tax rule taxing the income of 
transfers in trust for the support of 
minor children to the husband remains 
to be seen. 


Who is “spouse”? 


Just as in the case of the estate tax, 
the definition of a “spouse” for gift-tax 
purposes is important in a consideration 
ot divorce settlements. This is applicable 
equally to transfers from one spouse to 
another, and with reference to gifts to 
the minor children made by one spouse, 
wherein it would be desirable to take 
advantage of the rule that such gifts 
may be considered as having emanated 
from both spouses. Legally separated 
persons are still “spouses,” although di- 
vorced persons are not. The status after 
an interlocutory decree has been en- 
tered is questionable, but probably the 
parties are still married for this purpose 
(IRE 2513(a) (1) ). Hence, if the trans- 
fer must be treated as a gift, either be- 
cause the provisions of Section 2516 
may not be availed of or because the 
transaction is without the protection of 
the Harris rule, it would seem that the 
transfer to the wife, together with the 
agreement to make such transfer, should 
be made effective prior to entry of the 
decree for the purposes of obtaining the 
benefit of the marital deduction. The 
same reasoning would apply to transfers 
to be made by either party to or for the 
benefit of the children. ¥ 


[Mr. Price is a member of the California 
bar and a partner of the Santa Barbara 
law firm of Price, Postel & Parma.] 
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AIA committee recommends 
Code changes to help 
individuals 


AMONG THE 226 recommendations for 
changes in the 1954 Code recently sent 
to federal authorities by the American 
Institute of Accountants committee on 
federal taxation are several to make the 
Code fairer to individuals. Most of the 
other recommendations are extremely 
technical, though some are of wide 
interest. Among the recommendations 
are the following: 

1. Adopt one of the various proposals 
for permitting taxpayers to average their 
income over several years for tax pur- 
poses. This would help farmers, profes- 
sional men, entertainers, and others 
whose incomes fluctuate from year to 
year. The present law taxes these 
people much harder than taxpayers 
whose incomes are comparatively level 
from year to year. 

2. Taxpayers should be allowed to 
deduct the expenses of seeking employ- 
ment, such as traveling for interviews, 
reproduction of resumes, telephoning, 
postage, and advertising. Fees of em- 
ployment agencies are already allowed. 
The change would give the worker look- 
ing for a job some of the same deduc- 
tions enjoyed by a businessman seeking 
customers. 

3. The $600 exemption should be 
allowed for an otherwise qualified de- 
pendent if he has provided more than 
half the support, regardless of the in- 
come of the dependent. At present the 
dependent must have less than $600 
gross income, except for children under 
19 or students. 

4. The law now provides a special 
tax reduction for retired people over 
age 65. The age restriction is removed 
in the case of government employees. 
- The committee asks that persons retired 
before the age of 65 under private pen- 
sion plans be given the same advantages 
as the present law gives to retired public 
employees. 

5. A loophole that the committee sug- 
gests closing now lets some taxpayers 
make money by “giving” it away. Under 
the present law, when the taxpayer do- 
nates property that has increased in 
value since he bought it, he gets a de- 
duction for the contribution at the “fair 
market value,” but pays no tax on the 
gain. 

‘For example, if a taxpayer in the 78% 
or higher bracket has securities or other 
property now worth $10,000, with an 


December 1955 


original cost of only $1,000, he will end 
up with more money after taxes if he 
gives the property to charity than he 
would have if he sold it and paid a 
capital gains tax on the $9,000 profit, 
because he has a $10,000 deduction 
from his other taxable income. 

The committee suggests that the gov- 
ernment treat this situation as though 
the taxpayer had sold the property at 
fair market value and contributed the 


resulting cash. He would then get the 
deduction, but would also pay tax on 
the gain. 

On the other hand, charity deductions 
are limited to a percentage of the year’s 
income. To make sure that taxpayers do 
not lose the benefit of charitable deduc- 
tions, the committee asks that indi- 
viduals be allowed to carry forward any 
contributions over the annual limit as a 
future deduction. w 


How individual can set up own deferred-tax 


retirement plan under present law 


PPROVAL by the Ways & Means 
LX. Committee of HR 10 which would 
permit self-employed persons to set up 
their own _ tax-deferred retirement 
plans, to give them some measure of 
equality with beneficiaries of corporate 
retirement plans, is a signal step for- 
ward. But passage of the legislation is 
still a long way off. The Treasury op- 
poses it. But here’s a neat arrangement 
for accomplishing much the same thing 
under present laws, with the enthusias- 
tic blessing of the Treasury. 

It’s done with Series E bonds. 

Interest on Series bonds can be taken 
into income annually, or at maturity. 
The normal maturity is 10 years, but 


the bonds can be lkeld another ten 
years and continue to draw interest as 
before. 

What’s to prevent a person, self em- 
ployed or otherwise, at about age 45, 
from buying bonds, defer tax on them 
during his years 45 to 65 (presumably 
his highest tax years), and cash in the 
bonds and report the income after he 
has retired. 

Of course this might give a bad 
bunching of income in one year. Best 
solution to this we see is to spread the 
buying, and the maturing, so the de- 
ferred tax due will fall into enough 
years to keep the tax on interest in the 
brackets acceptable to that individual.* 





Taxation of fellowship unchanged by 
increase for dependents. The amount a 
fellowship grant to a non-degree stu- 
dent which exceeds $300 a month (max- 
imum months of exclusion: 36) is tax- 
able. There is no special treatment for 
any part of the grant designated as an 
allowance for dependents. Rev. Rul. 
50-554. 


Minister’s cash housing allowance held 
tax exempt. Taxpayer, a minister, re- 
ceived a cash housing allowance in ad- 
dition to his regular salary from the 
church. The court held this allowance 
to be exempt under the 1939 Code. The 
1954 Code specifically exempts this type 
of cash allowance. Kissling, CA-5, 
9/21/55. 


Dependency denied for failure to prove 
chief support. Taxpayer contributed 


“approximately $250 or $300” to the 


ing individuals 


support of his minor child, but he did 
not know how much the total cost of 
his child’s support was during the year, 
or the amount contributed by his former 
wife. He was denied an exemption for 
the child. Goldblatt, TCM 1955-272. 


Separation agreement not “incident” 
to divorce when wife opposed divorce; 
payments not taxed as alimony. [Non- 
acquiescence.] The court follows its 
position as set out in Florence B. Moses, 
18 TC 1020, rev'd, 214 F. 2d 912 
(CA-2), that a separation agreement is 
not incident to a divorce if one spouse 
refuses to consider divorce and the 
other, subsequent to the separation, 
obtains one. The payments are not 
taxable as alimony to the wife. One 
judge dissents on the basis that the 
prior reversal by the second circuit was 
in accordance with Congressional in- 
tent, and he states that he would con- 
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sider any agreement which survived the 
divorce as incident to it. [Under the 
1954 Code payments qualify as alimony 
when made under a separation agree- 
ment. Ed.] Holt, 23 TC No. 57, Non- 
acq. IRB 1955-41. [This case has now 
been reversed on appeal. Ed.] Non- ac- 
quiescence simultaneously announced 
in the Moses case mentioned above. 
Moses 18 TC 1020 Non-acq. IRB 1955- 
41. 


Alimony to wife not considered as sup- 
port payments for children. A father 
who had paid his divorced wife alimony 
and support money pursuant to a di- 
vorce decree was denied dependency 
exemptions for his 7 children, but was 
allowed a deduction for the alimony 
paid. Rozek, TCM 1955-267. 


Proof of existence of dependent chil- 
dren not overcome by Commissioner. 
Taxpayer testified that he supported 
two minor daughters of a former mar- 
riage before they left his home in 1951. 
The court accepted this as a fact even 
though a neighbor in his sparsely set- 
tled neighborhood testified that he had 
never seen the children. The depend- 
ency exemptions were allowed. Thomp- 
son, TCM 1955-266. 


for traveling expenses is at 
principal post of duty 
whether or not family is maintained 
there. An employee having two widely 


“Home” 
employee’s 


separated posts of duty cannot deduct 
the cost of his meals and lodging at his 
principal post; he may deduct such 
costs at his minor or temporary post of 
duty even though he maintains his fam- 
ily residence at that location. Rev. Rul. 
55-604. (See comment month. 
Ed.) 


next 


Farm, though operating at loss, was a 
[Acquiescence.] Taxpayer 
owned a farm operated by a local man 
from 1941 to 1953 at a loss of several 
thousand dollars a year. However, tax- 
payer rarely visited there, nor was it 
used as a hobby or for entertaining. 
The Court finds that taxpayer actually 
intended to run at a profit and build 
up a retirement business. Losses al- 
lowed. Babbitt, 23 TC 850, acq. IRB, 
1955-36. 


business. 


Farm was run as a business; losses al- 
lowable. The Commissioner claimed 
that farm losses deducted by the tax- 
payer were not incurred in a trade or 


business. In prior years the taxpayer, 
when in more moderate circumstances, 
actually operated a farm for profit. 
After coming into money from other 
businesses, the taxpayer moved and ex- 
panded his farm operations. Separate 
accounts and bank accounts were main- 
tained for the farm, and the taxpayer’s 
wife devoted considerable time to su- 
pervising the operations. In view of the 
history of farming operations in the 
family, the court held that the losses 
in the years involved were not incon- 
sistent with the plans for eventual profit. 
It held that the farm was a trade 
or business, and the losses were de- 
ductible. Fred A. Ward, DC Colo., 
5/4/55. 


Community income is split for retire- 
ment income credit. For purposes of 
the retirement income credit, income 
earned by one spouse in a community 
property state but attributable to the 
other spouse by reason of the commu- 
nity property law, is treated as earned 
income received by the other spouse. 
Rev. Rul. 55-597. Therefore, where one 
spouse received earned income in ex- 
cess of $1,200 for each of 10 prior calen- 
dar years, each spouse may qualify for 
the retirement income credit. Social se- 
curity payments as well as taxable pen- 
sions attributable to earnings which con- 
stitute community income are similarly 


handled. Rev. Rul. 55-598. 


Postmasters may deduct costs of lock 
boxes and fixtures furnished for the 
public. Postmasters who are required 
to use their own funds to furnish lock 
boxes or fixtures for the use of the 
public may treat the cost thereof as a 
deductible expense if the useful life is 
not more than one year. If their life 
is more than one year the postmaster 
may recover the cost through deprecia- 
tion deductions. These deductions are 
not available if they elect to use the 
standard deduction. If held in excess 
of six months, the lock boxes and fix- 
tures will qualify as property used in 
a trade or business. Rev. Rul. 55-579. 


Servicemen’s basic allowances are not 
taxable and need not be offset against 
travel expenses. Per diem allowances in 
lieu of subsistence, and mileage allow- 
ances received by servicemen while on 
travel status or on temporary duty away 
from their permanent stations, must be 
included in gross income. The travel 
expenses incurred by such servicemen 
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may be deducted in full without regard 
to any nontaxable basic subsistence and 
quarters allowances received. 

The previous position of the Service, 
that per diem allowances are non-tax- 
able, was in conflict with the regulations 
which have long provided that a per 
diem allowance for meals and lodging 
must be included in gross income. Con- 
sequently, prior rulings are revoked. 
Rev. Rul. 55-572. 


Personal tax problems + 


Indian not taxable on gain on sale of 
lands in trust. [Cert. denied.] Under 
treaty, certain tribal lands are held in 
trust for emancipated members of the 
tribe. Taxpayers paid capital gains tax 
on land sold by the trust, but sued for 
refund. This court agrees with the 
District Court that the gain is not tax- 
able. It commented “In our view, this 
attempt to tax evidences, at the least, 
a sorry breach of faith with these 
Indians.” Capoeman, CA-9, 3/11/55. 
Certiorari denied, 10/12/55. 


Gravestone not a medical expense. The 
cost of a stone purchased by taxpayer 
for his wife’s grave is not deductible as 
a medical expense. Libby, TCM 1955- 
180. 


Each spouse entitled to half of deduc- 
tion when medical expenses paid from 
community funds. Deduction for medi- 
cal expenses paid out of community 
funds should be divided equally be- 
tween husband and wife if they reside 
in a community property state and file 
separate returns. Rev. Rul. 55-479. 


Lottery operators can’t obtain wagering 
tax exemption by working through 
veterans’ post. A baseball lottery opera- 
tor who was faced with being put out 
of business or finding a sponsor sold for 
a nominal consideration his lottery to a 
veterans’ organization which agreed to 
employ him at a salary of $10,000 a 
year. He was given complete control 
over the operations and also contributed 
all the capital. He was responsible for 
all losses. All profits in excess of his 
salary went to the veterans. W-2 forms 
were filed for the operator by them. 
The Court found that a joint venture 
existed for an indefinite period and con- 
sequently both the operator and the 
veterans’ organization were liable for 
wagering tax. Failure to file wagering 
tax returns was due to reasonable cause, 
hence no penalty was assessable. Wood- 
ward, DC Ind., 8/11/55. 
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New Commissioner takes over as many 


other new IRS officials are appointed 


) Gorpon DE LK will take over as 
( * Acting Commissioner of Internal 
Revenue following the resignation of 
T. Coleman Andrews, and awaiting the 
taking of office of Russell Harrington, 
the Commissioner-designate. Mr. Har- 
rington is expected to be sworn in about 
Yecember 1. 

Mr. Harrington is a Providence, R.L., 
CPA, a partner in the accounting firm 
of Ernst & Ernst, with which firm he 
has been associated for 35 years. Mr. 
Andrews, also a CPA, is to become 
chairman of the board of American 
Fidelity & Casualty Co., of Richmond, 
Virginia, his home town. 

Also announced this month is the 
resignation of Paul K. Webster, a Los 
Angeles CPA who has been Assistant 
Commissioner in charge of operations. 
He will return to Haskins & Sells, of 
which he was formerly a partner. Harry 
J. Trainor will succeed Mr. Webster. 

Mr. Trainor vacates the post of As- 
sistant (Inspection) , 
which will be filled by Vernon D. 
Acree, Jr. Mr. Acree was formerly Di- 


Commissioner 


rector of Internal Security and Inspec- 
tion. 

J. Perry August is the new director 
of the Intelligence Division of the na- 
tional office of the IRS. For several years 
past he has been assistant regional com- 
missioner of intelligence, Dallas Re- 
gional Office of IRS. He succeeds Alfred 
W. Flemming, who becomes Regional 
Commissioner, New York. 

Mr. Delk was appointed Deputy 
Commissioner in March, 1953. A career 
Government man, he entered Federal 
service in 1928 and has served with 
various agencies for all but 15 months 
since. Much of his service was with the 
General Accounting Office in which his 
last post was Assistant Executive Officer. 
In July, 1945, he was named Assistant 
Director of the newly-formed Corpora- 


tion Audit Division where he was as- 
sociated with Mr. Andrews, who headed 
that division for two years. 

From December, 1951, until his 
Revenue Service appointment, Mr. 
Delk was associated in business enter- 
prises in Smithfield, Virginia, the city 
of his birth. He is 43, a law graduate of 
Southeastern University, and _ also 
studied accountancy at George Wash- 
ington University. 

He is a member of the bar of the 
District of Columbia, the Common- 
wealth of Virginia, and the Supreme 
Court of the United States. During 
World War II he was on loan to the 
State Department as principal mission 
officer with the North African Economic 
Board. 

Mr. Trainor, who was born in Gar- 
rett Park, Maryland, also served for 
several years with the General Account- 
ing Office before transferring to the 
Revenue Service in April, 1953, as head 
of the Service’s Collection Division. He 
was named Commissioner 
(Inspection) in August, 1954. 

Mr. Trainor holds B.S. and Master 
degrees from Benjamin Franklin Uni- 
versity here, and is a certified public 
accountant. He saw service in World 
War II with the United States Navy 
and advanced to the rank of Com- 
mander. He is 48. 

Mr. Acree, 36, joined the Revenue 
Service in April, 1953, but has been in 
the Federal Government since 1938. 
His previous service included terms 
with the Department of Justice; the In- 
vestigation Division of the Civil Service 
Commission; the Security Investigation 
Division of the Mutual Security Agency; 
and as chief security officer of the Eco- 
nomic Stabilization Agency. 

IRS also announces the appointment 
of Otto F. Messner as Special Adviser to 
the Commissioner (Tax Administra- 


Assistant 


tion), effective September 12. Fred C. 
Scribner, Jr., has been sworn in as Gen- 
eral Counsel of the Treasury Depart- 
ment. Mr. Scribner, a Portland (Maine) 
lawyer, succeeds David W. Kendall, 
who became Assistant Secretary of the 
Treasury last August. 

Henry Robinson, Chief, Collection 
Division, has been appointed District 
Director of Internal Revenue for the 
Honolulu district. And Peter V. Lo- 
monte, Assistant Director of Internal 
Revenue, retired on 


Austin, Texas, 


September 30. 


Judge Atkins succeeds 
Judge Arundell 


THe Honorasite Craig S. Atkins of 
Maryland, assistant chief 
counsel, Internal Revenue Service, has 
succeeded to the unexpired term, end- 
ing June 30, 1962, of Tax Court Judge 
C. Rogers Arundell, who has retired. 


formerly 


Dingell’s death leaves vacancy 
on House Ways and Means 
committee 


THE UNEXPECTED DEATH of Rep. John 
D. Dingell (D.-Mich.) has left a va- 
cany on the tax-drafting House Ways 
and Means Committee, which will not 
be filled until Congress reconvenes on 
3, 1956. Noble J. Gregory 
(D.-Ky.) replaces Mr. Dingell on the 
Joint Committee on Internal Revenue 
Taxation and as a House conferee on 
any tax bills sent to Congress next year. 

Mr. Dingell was a leader of the un- 
successful effort by some House Demo- 
crats earlier this year to put across a 
$20 tax credit for individual taxpayers, 
plus an additional $20 for each of their 
dependents. Recently he announced a 
tax reduction program for which he 
intended to fight in the next session of 
Congress. ; 


January 


High IRS officials’ returns 
to get special scrutiny 


Some 2,500 upper level IRS officials, 
earning from $8,900 to $14,080 a year, 
have been asked to inform the audit 
section of the IRS where they have filed 
their returns for 1952, 1953, and 1954, 
and a special audit of their returns was 
begun in October. Apparently no spe- 


cial situation prompts this project—the 
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IRS is just trying to “make sure that 
Revenue Service officials are carrying 
out their tax obligations.” Commis- 
sioner Andrews’ return was the first to 
be examined, at his request. 


1040 changed; to be 
mailed after Christmas 


\ DVANCE Copies of the 1955 individ- 

ual returns show several changes in 
both form and substance. Form 1040A 
is in punch-card form as before. How- 
ever, it has been arranged to provide 
for the inclusion of the names and ad- 
dresses of all employers, and the amount 
withheld from wages and salary. There 
are only 12 spaces to be filled in by the 
taxpayer, as compared with 14 last 
year. The form can no longer be used 
if the employee has exempt sick pay. 

On 1040, page 3 (itemized deduc- 
tions) has been moved up to page 2. 
The form has been designed so that 
pages 1 and 2 can be used alone by 
taxpayers with income under $5,000. 
Schedules C and F will appear sepa- 
rately, not as part of 1040. Spaces are 
provided on page 1 of the new form 
for entry of the totals from C and F. 

The 1954 return asked whether you 
paid anyone for assistance in preparing 
the return. The ’55 return asks whether 
you paid or agreed to pay anyone for 
such assistance. Centsless accounting is 
permitted, and married couples filing 
a joint return are provided with a table 
which eliminates the need to halve the 
double the tax on the 
divided income. 


income and 


The 1955 tax forms—140 carloads of 
them—will be mailed to taxpayers im- 
mediately after Christmas, and the Post 
Office Department has promised that all 
will be delivered by January 10, 1956. 
Most of the forms will be mailed to 
individual taxpayers in the now-familiar 
packages which include both the neces- 
sary forms and the instructions. 


If bookmakers can destroy 
records, need you keep yours? 


OveER IN THE fraud and negligence de- 
partment (page 379), there is reported 
(Clark) 
(Rainwater) which may indicate it is 
safer than we had supposed to destroy 
underlying data and keep only sum- 
maries. We are not going to recom- 


a case and an acquiescence 


mend immediate destruction of sales 


and purchase orders, vouchers, etc., but 
we will certainly bear these cases in 
mind in the all-too-frequent case of the 
client who has lost his records. This is 
what the court said in the Rainwater 
case: 

“True, petitioner had destroyed the 

. [original betting slips] and thus has 
made the Commissioner’s task of audit- 
ing the returns immeasurably more dif- 
ficult than it should be. This is conduct 
that is not to be condoned. Perhaps the 
Treasury should seek and the Congress 
should provide it with appropriate and 
effective sanctions, civil or criminal or 
both, against taxpayers who fail to keep 
or who do away with important records 
bearing on their liability. But, under the 
law as it now stands we are not em- 
powered to approve deficiencies merely 
because records have been destroyed. 
Of course, the destruction of records is 
a factor that may be taken into account 
in various circumstances such as the 
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determination of fraud, and it may 
justify the Commissioner in using some 
reasonable method of reconstructing a 
taxpayers income, with the burden 
upon the taxpayer to show that the 


” 


Commissioner is in error... . w 


Justice Dept. reduces backlog 
of tax cases pending 


THE NUMBER OF TAX CASES awaiting 
settlement has been reduced by 1,200 
since January 1, 1955, the Tax Division 
of the Department of Justice has an- 
nounced. This is the first reduction in 
cases in ten years. 

About 6,200 cases were pending on 
July 1, 1955: 780 criminal, 5,420 civil. 
The amount involved was $390 million. 

During the first six months of 1955, 
389 persons were convicted of criminal 
violations; this compares with 305 a 
year ago, and is double the 1952 figure. 





Some taxpayers may still make use of 
repealed Sections 452 and 462. A tax- 
payer filing an income-tax return on or 
after 6/15/55 for a taxable year ending 


on or before such date, may elect to 
apply the accounting methods in Sec- 
tions 452 and 462 of the Code and then 
file a statement on or before 12/15/55 
showing the increase in tax liability re- 
sulting from the repeal of the sections. 
Rev. Proc. 55-8. 


No new tax forms for reporting fiscal 
55 self-employment income. The IRS 
has provided instructions for the adap- 
tation and use of existing 1954 tax forms 
by taxpayers reporting self-employment 
income for fiscal years ending in 1955. 
[For fiscal 1955 the limitation on self- 
employment income is increased from 
$3,600 to $4,200; in addition, coverage 
is extended to new groups. Ed.] Rev. 
Proc. 55-4. 


Former wife’s overassessment procedure 
need not be credited to husband’s de- 
ficiency. The Commissioner cannot be 
required to credit against a deficiency 
due from taxpayer, an overassessment 
against his former wife for a year in 
which husband and wife filed separate 
returns on a community basis. Hirsch 
TCM 1955-197. 


Checks or money orders acceptable in 
payment of taxes. Full instructions for 
payment of taxes and stamps by per- 
sonal check or money order are con- 
tained in Rev. Proc. 55-7. 


One standard form of summons now in 
use. The IRS has outlined the procedure 
for the use, issuance and enforcement 
of one standard form of summons to 
appear to testify or produce books and 
records, pursuant to the 1954 Code. 
Rev. Proc. 55-6. 


No substantial underestimation penalty 
for failure to file declaration. Taxpayers 
failed to file a declaration of estimated 
tax and to pay the installment. Although 
the Court sustained the 10% failure to 
file penalty, it held the 6% substantial 
underestimate penalty improper. It rea- 
sened that where there is a failure to 
file, the law imposes only the greater 
10% penalty. Owen, DC Nebr., 9/9/55. 


Can't enjoin collection of civil penalty. 
Taxpayers, officers in a bankrupt pro- 
fessional basketball company, were as- 
sessed penalties as officers of the corpo- 
ration for its failure to pay over taxes 
withheld. They cannot obtain an injunc- 
tion against assessment. Penalties as- 
certed were civil and within the scope 
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of the word “tax.” It is well settled that 
collection of tax cannot be enjoined in 
the absence of extraordinary circum- 


4-4 


stances. Headley, DC Minn., 8/4/55. 
STATUTE OF LIMITATION 


“Overstatement of deductions” equals 
“omission from income.” Taxpayer, a 
farmer, in 1947 omitted more than 25% 
of the gross farm profit reported by over- 
stating the opening inventory of his cost 
of goods sold. The overstatement con- 
stituted an “omission” from gross in- 
come of an amount “properly includible 
therein” for the purpose of extending 
the statute of limitations from 3 to 5 
years. In determining whether 25% of 
the gross income had been omitted, only 
50% of the capital gain was to be in- 
cluded. Goodenow, 25 TC No. 1. 


Limitation on carryback claim runs from 
year of loss. Taxpayer in March 1947 
filed a claim for refund of 1941 taxes 
based on a carryback of an EPT credit 
unused in 1942. At this time 1941 was 
still open by waivers. However, the law 
provides that claims for carrybacks must 
be filed within 391/, months of the 
close of the year of loss. Thus even 
though 1941 was open the claim for 
the carryback was barred. Claremont 
Waste Mfg. Co., 24 TC No. 120. 


Filing of tentative return does not start 
3-year limitation period. Taxpayer was 
notified by the collector that a Form 
1040 marked “Tentative” would not be 
accepted as a final return. Taxpayer ac- 
quiesced in such treatment. He could 
not then claim that the tentative return 
was sufficient to start the running of the 
3-year period of limitations provided for 
the assessment of taxes. Foutz, 24 TC 
No. 122. 


Determination of husband’s tax keeps 
wife’s year open; they are “related tax- 
payers.” [Cert. denied.] In 1943 tax- 
payer-wife included certain dividends in 
her return. The Commissioner deter- 
mined these were her husband’s income 
and refunded the tax to her. The hus- 
band contested the issue and in 1952 
was upheld by the Court of Appeals. 
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Within a year and 119 days of that 
finding the Commissioner assessed the 
wife. That assessment is here held 
timely. This is a situation covered by 
Section 3801 of the 1939 Code, the 
spouses are related taxpayers and the 
finding of the Circuit Court of Appeals 
is the “determination” of the issue. The 
wife’s taxable year is open for a year 
after that determination. However, that 
year does not include the 90 days after 
notice (during which the taxpayer may 
appeal to the Tax Court) and 60 further 
days for the Commissioner to make the 
assessment. Bishop, CA-2, 4/28/55, 
Certorari denied, 10/12/55. 


Tax Courts determination of invested 
capital bars litigation in following years. 
[Cert. denied.] In determination of the 
tax for prior years taxpayer had peti- 
tioned the Tax Court, facts were stipu- 
lated and a decision adverse to the tax- 
payer rendered on the basis of failure 
of proof, The taxpayer here argues (1) 
the prior decision was not on the merits 
(held: a decision based on failure of 
proof is on the merits); (2) there has 
been a change in legal atmosphere 
(held: the Code, the regulations and 
decisions on the point at issue, the effect 
of a bankruptcy reorganization on in- 
vested capital, are the same); and (3) 
the Tax Court, being an administrative 
agency, is not bound by the case law on 
estoppel (held: regardless of whether it 
is a court or an agency, the Tax Court 
applies judicial doctrines and is bound 
by the principles of estoppel). Fair- 
mount Aluminum Co., CA-4, 5/18/55, 
Certiorari denied, 10/12/55. 


Can't raise in court issue not in claim 
for refund. Taxpayers sold their citrus 
grove in 1945 when green fruit re- 
mained on the trees. They reported the 
entire proceeds of sale as capital gain. 
The Commissioner allocated part of 
the purchase price to the green fruit 
which he taxed as ordinary income. 
Neither the pleadings nor claims for re- 
fund raised the issue of the accuracy 
of the allocation. Taxpayers cannot 
raise that issue in court. Burrell, DC 
SD FLA., 8/2/55. 


FILING PROBLEMS 


Additional interest on refund checks 
allowed if checks can’t be negotiated 
when received. Interest subsequent to 
the date of the refund check will not 
be allowed for a delay in the delivery 


of the check; it will be allowed only if 
the check could not be negotiated upon 


receipt because erroneously drawn. Rev. 
Rul. 55-477. 


Interlocutory decree of divorce does not 
prohibit filing of joint return. Taxpayer 
was divorced in California under an 
interlocutory decree dated February 
1950 which became final in March 1951. 
The Tax Court holds that taxpayer and 
his wife were husband and wife on 
12/31/50 and were entitled to file a 
joint return. (Eccles, 19 TC 1049, af- 
firmed 208 F. 2d 796, followed). Astler, 
TCM 1955-207. 


Statements of financial condition, re- 
quired with offers in compromise, re- 
vised and consolidated. Taxpayers seek- 
ing to compromise any federal tax lia- 
bility of $1,000 or more based on in- 
ability to pay will now be required to 
file Form 433 (Revised) with their offer. 
(District Directors may require this 
form for liabilities under $1,000.) A 
new consolidated Form 433AB will be 
required if the liability sought to be 
compromised is under $1,000. Present 
forms 433, 433A and 433B will be used 
until the stocks are exhausted. Rev. 
Proc. 55-5. 


Procedures with respect to corporation 
declarations of estimated tax. The IRS 
has outlined the requirements for filing, 
procedures for payment of the estimated 
tax, and the penalties for failure to pay, 
in Rev. Proc. 55-9. 


MISCELLANEOUS CASES 


Corporation dies on de facto rather than 
de jure dissolution. A corporation’s final 
period for excess profits tax terminated 
on 11/10/45, at the time of its de facto 
dissolution, when it ceased all opera- 
tions. Taxpayer could not extend its 
final year to 6/6/46, when the corpora- 
tion was legally dissolved, so as to be 
able to attribute part of the excess- 
profits net income to 1946 when the 
excess-profits tax was no longer appli- 


cable. Edwards, TCM 1955-263. 


Taxpayer can’t proceed in both District 
and Tax Courts. The taxpayer brought 
suit against the Collector for refund of 
1925 to 1936 taxes. Shortly thereafter 
the government issued deficiency notices 
and made jeopardy assessments of ad- 
ditional tax for some of these years. 
Taxpayer thereupon filed a petition in 
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the Tax Court contesting the deficien- 
cies. The government next tried to in- 
tervene in this, the District Court, case. 
The District Court permitted the inter- 
vention. It agreed to take evidence on 
whether it should proceed with the 
claims and counter-claims or delay until 
the Tax Court case is decided. The 
Court gives the taxpayer the right to 
elect. However, if the taxpayer decides 
to have the matter determined in this 
court, the judge states he will not enter 
judgment until after the Tax Court 
proceeding is finally determined. Thus 
this action will not be res judicata as to 
the Tax Court. Plett, DC Md., 8/12/55. 


Inconsistent position. [ Acquiesence.] In 
February of each year taxpayer received 
additional percentage rentals for twelve 
months ended Jan. 31. It reported on 
a Jan. 31 year and included the Febru- 
ary receipts as income in year received. 
In a previous proceeding Commissioner 
was sustained in requiring taxpayer to 
include February 1947 receipts as ac- 
crued in year ending Jan. 31, 1946. 
However the Tax Court excluded from 
that taxable year the Feb. 1946 receipts. 
To prevent these receipts from wholly 
escaping tax, the Commissioner asserted 
that the year ended January 31, 1945 
should be reopened under Sec. 3801. 
Tax Court holds that taxpayer has been 
consistent. Commissioner, by including 
receipts of two Februaries, is being in- 
consistent, and the inconsistent party 
cannot invoke Sec. 3801. Heer-Andres 
Investment Company, 22 TC 385. Acq. 
in result only, IRB 1955-41. 

Commissioner's regulation requiring 
Lifo involuntary liquidation election in 
6 months upheld. [Cert. denied.] When 
taxpayer filed its 1946 return it failed 
to elect to treat as an involuntary liqui- 
dation sale of flour in that year. The 
flour was replaced in 1947 at a higher 
cost prior to the filing of the 1946 re- 
turn; taxpayer’s tax advisor was appar- 
ently unaware of the right to elect to 
recompute income for 1946 using the 
1947 cost of purchased flour as cost of 
flour sold in 1946. Taxpayer argued 
that the 1950 revision of the law, giv- 
ing the commissioner the right to estab- 
lish a time for filing those elections by 
Regulation, was intended to give relief 
in cases like it. However the Commis- 
sioner actually issued a regulation re- 
quiring election within six months of 
filing the return (rather than with the 
return as the Code originally provided). 


Since the six-month period after filing of 
the 1946 return had long since passed, 
taxpayer's attempt to elect was rejected. 
The court finds the regulation valid. 
The cases holding negligence penalties 
unwarranted when taxpayer relied on 
competent counsel are irrelevant since 
no penalty is involved here. There was 
one dissent on the ground that the 
Regulation in effect nullified the retro- 
active provisions of the 1950 law, and 
should be regarded as invalid. Huron 
Milling Co., Ct. Cls. 5/3/55, Certiorari 
denied, 10/12/55. 


Can’t enjoin Government's asses:ment 
to recoup refund made through mathe- 
matical error. Through a mathematical 
error the Government made an exces- 
sive refund to taxpayer. Upon discovery 
of its error it mailed taxpayer a 30-day 
letter and after denial of its protest 
assessed the excessive portion of the 
refund. Taxpayer brought this proceed- 
ing to enjoin collection of the assess- 
ments and although it did not deny the 
error, contended that the Government 
failed to follow proper procedure in 
making the assessment. The court dis- 
missed taxpayer’s complaint and held 
with the Government that the normal 
90-day letter proceeding was unneces- 
sary since there was no deficiency here. 
The assessment was based on the tax 
liability set forth in taxpayer's own 
return. Denton, DC N.J. 


TRANSFERREE LIABILITY 


Foreign assets ignored in determining 
whether transferor was insolvent. [ Ac- 
quiescence.] The Commissioner assessed 
the petitioner for the unpaid taxes of his 
deceased partner on the ground that the 
partner was rendered insolvent by her 
transfer of her business to him. The Tax 
Court found this transfer left her with 
U.S. assets less than her liability for 
U.S. tax. The Commissioner is not re- 
quired to include Canadian assets due 
to the difficulty of collecting taxes in a 
foreign country. George M. Newcomb, 
23 TC No. 120, acq. IRB 1955-37. 


Executrix liable for decedents income 
tax; shouldn’t have distributed assets. 
[Cert. denied.] The government is here 
permitted to collect unpaid income taxes 
of the decedent from his widow as 
executrix of his estate. She paid the 
estate tax first and so had no funds in 
the estate to pay the income tax. The 
court points out that if she had paid 
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the income tax first she would have been 
able to collect the amount of the estate 
tax from the life insurance beneficiary 
(she herself was the beneficiary). Fail- 
ure to do this subjects her as executor to 
liability for breach of duty to the credi- 
tor, the government. There was one 
dissent on the ground that the executrix 
had no knowledge of the income tax 
liability; that there is a right of con- 
tribution under the Code for estate tax 
only, not for income tax; and that the 
tax law must be based on what did hap- 
pen not what might have happened. 
Gilmore, CA-5, Cert. den., 10/12/55. 


Effective tax procedures + 


ESTOPPEL 


Agent's compromise of tax liability not 
binding on IRS. Taxpayer had filed 
fraudulent income tax returns for the 
years 1944 through 1946. Thereafter, 
upon advice of his counsel, and after an 
investigation had been started by the 
IRS, he filed amended returns. Pay- 
ments of the tax due thereon plus inter- 
est and 5% negligence penalties were 
made after assurances by an agent that 
no fraud penalties would be imposed. 
The Tax Court holds these assurances 
were not binding on the government in 
the absence of a formal closing agree- 
ment. Additional deficiencies and fraud 
penalties were therefore not precluded. 
Baker, 24 TC No. 115. 


Decision that 1942-43 “royalties” were 
dividends does not estop litigation in 
1947; stockholders had changed. [Cert. 
denied.] In 1942, taxpayer’s predeces- 
sor, a coal mining company, liquidated 
and distributed its assets to the stock- 
holders, members of one family. The 
stockholders then transferred the assets 
to a new corporation for a royalty agree- 
ment and stock. In litigation of the de- 
ductibility of the royalty payments in 
1942 and 1943, they were held non- 
deductible as essentially equivalent to 
a dividend. Between 1942 and 1947 
(the year here at issue), the stock of 
one family member had been sold to 
another, and her royalty interest inher- 
ited. Another had made gifts of part of 
her royalties and stock. In 1947, there- 
fore, stock and royalty interest were not 
identical. The Court holds that the cor- 
poration is not barred by the doctrine 
of collateral estoppel. The material facts 
in 1947 are different from those in 1942. 
In 1947, 50% of the royalties were pay- 
able to non-stockholders. Ingle Coal Co., 
Ct. Cls., 1/11/55, Cert. den., 10/12/55. 
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Do your wills make full use of the 


foreign death-tax credit? 


"HE FEW TAX MEN who still think 

they can ignore “foreign” tax prob- 
lems (and skip reading this Depart- 
ment) will be startled out of their com- 
placency by the comment sent us by 
Henry H. Steiner. With the upsurge of 
United States investment in Canadian 
and foreign securities, anyone respon- 
sible for the drafting of a will should 
read on. Mr. Steiner, who is associated 
with Cahill, Gordon, Reindel & Ohl, 
says: 

Whether you are an estate planner or 
just an occasional will drafter, you will 
certainly be familiar with, and fre- 
quently rely upon, the credit against 
United States estate tax for foreign 
death taxes. And it will hardly be news 
to you that this credit can be partly 
lost if the will you are drafting takes 
advantage of the marital or the chari- 
table deduction. See, e.g., 2 Rabkin and 
Johnson, Federal Income, Gift and Es- 
tate Taxation, Sec. 53.11(3) (1954); 
Molloy and Woodford, Estate Planning 
Techniques and the Ownership of 
Canadian Securities, 62 Yale L.J. 147, 
156-57, 169-70, 170 n. 145 (1953). 
But how much of this theoretical knowl- 
edge do you translate into practice in 
preparing a will, which otherwise care- 
fully attempts to keep the estate tax 
at a minimum? Inserting a simple pro- 
vision may save the estate from wasting 
a great deal of unnecessary estate tax 
money. 

The problem is this: The foreign 
death tax credit, which has been in the 
estate tax law since 1951, and the prin- 
ciple of which has been incorporated 
in estate tax treaties both before and 
since that time, provides, in its present 
form, that “[t]he tax imposed by Sec- 
tion 2001 [the estate tax] shall be 
credited with the amount of any estate, 
inheritance, legacy, or succession taxes 


actually paid to any foreign country in 
respect of any property situated within 
such foreign country and included in the 
gross estate.” Section 2014(a), 1954 
Code, comparable to Sections 813(c)- 
(1) and 936(c)(1) of the 1939 Code. 
By Section 2014(b) of the 1954 Code, 
the amount of such credit is limited to 
an amount which does not exceed the 
lesser of (1) the proportion of the 
foreign death tax which the value of the 
property subject to double tax bears to 
the value of all property subject to the 
foreign tax and (2) the proportion of 
the United States estate tax (after cer- 
tain credits) which the value of the 
property subject to double tax bears 
to the value of the entire gross estate 
less the allowable charitable and marital 
deductions. Compare Sections 813(c)- 
(2) and 936(c) (2) of the 1939 Code. 
Section 2014(c) (2) then provides that, 
in applying the second ratio, “the value 
of any property . . . [subject to double 
tax] shall be reduced by such amount 
as will properly reflect, in accordance 
with regulations prescribed by the 
Secretary or his delegate, the deductions 
allowed in respect of such property 
under Sections 2055 and 2056 (relating 
to charitable and marital deductions) .” 
Compare Sections 813(c)(3)(B) and 
936(c)(3)(B) of the 1939 Code. 


Old regulations still applicable 


The regulations under this latter pro- 
vision (U.S. Treasury Reg. 105, Section 
81.9 (2)—(iii) (i), promulgated under 
the old Code but equally applicable 
under the new) state, in substance, that 
if the same property would be eligible 
for both the foreign death tax credit and 
either the marital or the charitable de- 
duction, then the amount of the foreign 
death tax credit otherwise allowable 
with respect to such property is reduced 


in proportion to the amount of the mari- 
tal or charitable deduction attributable 
to such property. What proportion of the 
deduction is so attributable depends (1) 
upon whether the property is the sub- 
ject of a specific or of a general bequest 
to a spouse or a charitable organiza- 
tion and (2), in the case of the marital 
deduction, upon the proportion which 
the allowable marital deduction (which, 
under Section 2056(c) of the 1954 
Code and U.S. Treas. Reg. 105, Sec- 
tion 81.47d, is limited to 50% of the 
adjusted gross estate) bears to the 
value of the property actually be- 
queathed to the spouse. 

In the case of a specific bequest of 
doubly taxed property either to a chari- 
table organization or to a spouse who 
receives not more than the allowable 
marital deduction, no foreign death 
tax credit is allowable with respect to 
such property: if the entire value of the 
property is deductible from the gross 
estate under either Section 2055 or 
Section 2056, it is not really subject to 
a double tax. In the case of a general 
bequest to such a legatee, it is con- 
sidered that the bequest contains the 
same proportion of doubly taxed prop- 
erty as does the entire gross estate after 
excluding therefrom specific bequests 
to a charitable organization or to a 
spouse, and it is the amount of this 
proportion by which the otherwise 
allowable foreign death tax credit is 
reduced. In the case of a specific or 
general bequest to a spouse who re- 
ceives more than the allowable mari- 
tal deduction, the above rules are modi- 
fied so that the amount in excess of 
the allowable marital deduction, which 
is not deductible from the gross estate, 
does not give rise to a reduction in the 
allowable foreign death tax credit. 

The best thing about these rules 
from the point of view of the estate 
planner is that they can frequently be 
avoided by a little careful draftsman- 
ship. Clearly, what is called for is an ex- 
clusion from charitable and marital de- 
duction bequests of property eligible 
for the foreign death tax credit—a spe- 
cific nonbequest of such property, as 
it were. It goes without saying that 
such an exclusion should not go so far 
as to reduce the desired charitable or 
marital deduction where there is not 
sufficient property that is not doubly 
taxed to satisfy the bequests. 


Problem widespread 


In these times of a shrinking globe, 
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expanding foreign investments and 
Canadian growth funds, the danger of 
wasting foreign death tax credit has 
widespread importance. If your client’s 
estate is large enough so that it is not 
fully absorbed by the marital and chari- 
table deductions and the specific ex- 
emption and he owns stock in a foreign 
corporation or other property subject to 
both the United States estate tax and 
a foreign death tax, you can do him 
a great favor by giving some thought to 
this problem. As a starter, here is a 
suggested provision that can be added 
to a charitable or marital deduction be- 
quest: 

“I direct that, to the extent possible 
without reducing the amount of this 
bequest, there shall not be included 
therein any interest in property in re- 
spect of which a credit against United 
States estate tax for any estate, inherit- 
ance, legacy or succession taxes im- 
posed by a foreign country or a polliti- 
cal subdivision thereof is provided under 
a law or treaty of the United States.” 


Need for “international 


corporation”’ concept 


“Tue NeEep for an International Busi- 
ness Corporation Concept” is discussed 
by Richard C. Munsche, CPA, in an 
Taxes (Vol. 37, No. 7, p. 487). In his 
usual and logical manner, 
Mr. Munsche poses the case of a do- 
mestic corporation about to embark on 
foreign operations; discusses the dis- 
advantage of a domestic corporation 
and the fewer disadvantages of a for- 
eign incorporated holding corporation; 
and argues for the extension to the en- 
tire world of Section 931, relating to 
income from a trade or business in a 
possession of the United States. 


informed 


How to do business abroad 
at least tax cost 


WE WERE INTERESTED to see, and invite 
your attention to, a new study written 
of our fellow-editors of THE 
JOURNAL OF TAXATION, Paul Seghers. 
Together with his partner, William J. 
Reinhart, and Charles L. Savage, he 
has written a section for Prentice-Hall’s 
“Tax Ideas” entitled How to Do Busi- 
Abroad at. Least Tax Cost. It 
analyzes the tax consequences of operat- 
ing a business abroad through a West- 
ern Hemisphere Trade Corporation, a 


by one 


ness 


Section 931 corporation in a possession 
of the United States and a foreign 
corporation. % 


Shorter notes 


Avoidance of Double Taxation.—Bro- 
chure No. 180 is the latest publication 
on double taxation of foreign income by 
the Commission on Taxation of the In- 
ternational Chamber of Commerce. It 
argues for a system of exemption rather 
than tax credits to achieve elimination 
of taxation of the same income by more 
than one country, contending that the 
country from which the income or prof- 
its of a business are derived has the 
sole right of levying taxes. 





New foreign decisions this month 


Commissions on insurance written by 
U. S. citizen while abroad is earned 
outside U. S. An insurance salesman 
who is a U. S. citizen may exclude “first 
year” and “renewal” commissions on 
policies written while he was a bona- 
fide resident abroad whether the com- 
missions are received before or after 
his return to the U. S. If he was not a 
bona-fide foreign resident but had been 
physically present in foreign countries 
for at least 510 days out of 18 months, 
he can exclude up to $20,000 of all 
foreign earned income including such 
commissions received for a full taxable 
year included in the 18 month period. 
If only a portion of the taxable year is 
included in such a period, he may ex- 
clude not more than a proportionate 
part of the $20,000 limitation. But if the 
commissions are received in a taxable 
year not falling within the 18 month pe- 
riod, they are taxable. Rev. Rul. 55-497. 


Spain satisfies “similar credit” require- 
ments. A U.S. resident who is a Spanish 
citizen is entitled to a foreign tax credit 
for foreign income taxes paid or ac- 
crued. Rev. Rul. 55-612. 


Belgian corporation selling through 
commission agent is free from U.S. tax. 
A Belgian corporation selling its prod- 
ucts in the U.S. through commission 
agents and having no permanent estab- 
lishment in this country is exempt from 
U.S. tax by virtue of the treaty with 
Belgium. Rev. Rul. 55-617. 


No withholding on copyright royalties 
paid to Canadians. Copyright royalties 
paid to a taxpayer having no permanent 
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Foreign Investment and Taxation.—The 
Barlow and Wender study of tax incen- 
tives for foreign investment, reviewed 
in Jourtax more than a year ago (Vol. 
1, No. 2, July, 1954, p. 51) has now 
been published by Preatice Hall. 
(Foreign Investment and Taxation, 
E. R. Barlow and Ira T. Wender, Pren- 
tice Hall, Inc., 1955). 


Foreign aspects of taxation * 


Fiscal Definitions of Business Profits.— 
Brochure No. 177, also issued by the 
International Chamber of Commerce’s 
Commission on Taxation, is a tentative 
investigation into the problem of differ 
ing national methods of computing busi- 
ness profits for taxation purposes. 





establishment in the U.S. are exempt 
from tax and withholding under the 
U.S.-Canadian treaty. The listing of 
Canadians as subject to 15% withhold- 
ing in Rev. Rul. 54-475 is eliminated. 
Rev. Rul. 55-482. 


Exchange gain on foreign currency es- 
crow fund not cost of property pur- 
chased with it. Taxpayer contracted to 
buy a Canadian company for $2,215,- 
000 (Canadian). It agreed to do this 
with the funds to be raised by the sale 
of additional stock of its own; if the 
stock issue should not produce enough 
funds the balance would come from 
taxpayer's other assets. Meantime it 
made a deposit in escrow of $2,200,000 
(Canadian) which cost it $2,000,000 
(U.S.). Seven months later, after the 
sale of taxpayer's stock for $760,000 
less than the cost of the Canadian stock, 
the form of the transaction was modi- 
fied: the underwriters paid the pro- 
ceeds of the stock issue to the taxpayer 
(instead of to the seller of the Canadian 
stock) and the seller kept the escrow 
fund. At this time the Canadian and 
U.S. dollars were at parity; the original 
escrow deposit which cost $2,000,000 
U.S. was worth $2,200,000 U.S. The 
Tax Court telescoped the transaction 
and held that the $200,000 exchange 
profit was not taxable income, the tax- 
payer in effect bought stock for U.S. 
funds, the gain will be realized when 
the stock is sold. This court disagrees, 
the gain on the escrow fund is a hedg- 
ing gain; the case is sent back to the 
Tax Court for proceedings consistent 
with this opinion. Seaboard Finance Co., 
CA-9, 9/6/55. 
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Fraud & negligence 


EDITED BY HARRY GRAHAM BALTER, LL.B. 





Commissioner wrong 


penalties when facts 


7E WONDER what possessed the 
Commissioner to take the position 
in the Flato case that reporting gain as 
capital was fraud? The Tax Court 
(TCM 1955-216, 3 JTAX 253) said the 
gain was capital, therefore how could 
fraud penalty stick? 
It isn’t as though there haven’t been 
a lot of decisions against the Commis- 
sioner on this point. But every once in 
a while such an aberration crops up, 
which simply emphasizes the point we 
make so often that careful advice by 
competent tax counsel is needed in the 
planning stage even where possibility 
of criminal evasion or fraud penalties 
are the slightest shadows on _ the 
horizon. 


Practical Safeguards 

We have discussed this matter in 
some detail in our book.* Here are the 
pertinent paragraphs explaining the 
problem: 

“It is highly practical to lay down a 
few safeguards for the benefit of the 
taxpayer and his tax adviser which, if 
followed, may generally obviate the 
risk of the Commissioner asserting the 
fraud penalty in a situation which the 
taxpayer and his adviser believe is a 
permissible ‘avoidance’ plan, but where 
a reasonable difference of opinion is 
probable as to whether any element of 
fraud is present: 

“Make a full and honest disclosure 
of what the transaction really is. By his 
return the taxpayer must place the 
Commissioner on notice as to the man- 
ner in which he is seeking a tax avoid- 
ance. A full disclosure should be made 
in all the taxpayer's dealings with the 
Treasury agents. Let the legal chips 


® Fraud Under Federal Tax Law (Second Edi- 
tion) by Harry Graham Balter, Commerce Clear- 
ing House (1953). 


in seeking fraud 


are disclosed 


fall where they may; but let there be 
no doubt that the taxpayer concealed 
nothing, either in his return or in his 
dealings with the Treasury as to what 
the facts are. 

“In Alexander Jarvis (5 TCM 549) 
the fraud penalty imposed by the Com- 
missioner was set aside by the Tax Court 
even though the deficiency asserted by 
the Commissioner in a family partner- 
ship situation was sustained. One of the 
motivating factors for setting aside the 
fraud penalty was the disclosure of all 
the facts in the taxpayer's return. 

“Similarly, in Jemison v. Com. (45 
F.2d4) a fraud penalty which had been 
asserted by the Commissioner and sus- 
tained by the Board of Tax Appeals 
(13 BTA 69) was set aside by the 
Court of Appeals on the ground, among 
others, that all relevant matters affect- 
ing the transaction were shown on the 
return. 

“In Lorenzo C. Dilks (15 BTA 1294) 
the petitioner stated in his return that 
he had received $74,603.94 which he 
was not returning as income because he 
claimed it to be a gift. The Board of 
Tax Appeals held that the transaction 
was not a gift, but was income; never- 
theless, it refused to impose the fraud 
penalty because the disclosure had been 
made in the return. Although this is not 
a true avoidance case, the analogy is a 
strong one. 

“In C. C. Cooke (10 TCM 881) the 
fraud penalty asserted by the Commis- 
sioner was set aside by the Tax Court 
in a sham partnership situation prin- 
cipally because a full disclosure had 
been made by the taxpayer.” 


Return is best evidence 

We recommend the observations of 
Emanuel L. Gordon, writing in 5 Tax 
Law Review 149. He says this: 


“If the revelation of transactions in 
the taxpayer's records tends to disprove 
fraud, their revelation on the return 
itself should be even stronger evidence. 
And, indeed, the revelation of the par- 
ticular item in dispute does constitute 
strong evidence of an absence of a 
fraudulent intent. For example, a tax- 
payer who fails to report as income 
funds which he claims to have received 
as a gift, may ward off a fraud charge 
by listing the fund in his return as a 
gift. The justification for this position 
is that, since the item is called to the 
Bureau’s attention for investigation, the 
taxpayer had no intent to defraud the 
Government. 

“The cases appear rather liberal in 
interpreting the type of entry which 
may constitute a revelation of the ques- 
tioned transaction. Thus, the Commis- 
sioner is required to analyze the balance 
sheet and surplus reconciliation care- 
fully, for a decrease in an asset (e.g., 
land) was held sufficient to place the 
Bureau on notice that a sale had oc- 
curred, the income from which the tax- 
payer had failed to return. Moreover, 
the Bureau is held to the duty of piec- 
ing together facts filed in returns of 
different taxpayers, a burden which ap- 
pears clearly unreasonable. In addition, 
no inference is justifiable as to the tax- 
payer’s intent from the revelation of 
facts by another. 

“Of course, the facts revealed should 
relate to the item in dispute. In Alex- 
ander Jarvis, (5 TCM 459) the Com- 
missioner sought a fraud penalty be- 
cause the return was predicated upon 
a family partnership. The Court, in re- 
fusing to find fraud, rested in part upon 
the taxpayer’s presentation of all the 
income of the business, but nothing was 
said in ‘the return concerning the facts 
surrounding the partnership. True, such 
facts would not ordinarily be stated in 
a tax return, hence no adverse inference 
may be drawn from the failure to do so, 
but there should be no favorable infer- 
ence from an irrelevant disclosure. 
Surely the failure to cheat with respect 
to the income of the business does not 
tend to prove a bona fide intent with 
respect to the partnership.” * 


New decisions 


Bookmaker destroyed daily sheets; but 
Commissioner not authorized to use % 
of gross method. [Acquiescence.] Tax- 
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payer made a daily computation of gain 
or loss on bets he took and checked it 
with his partners. From this a daily 
summary was prepared which formed 
the basis on which income was reported. 
The detailed daily sheet was destroyed. 
The Commissioner had reconstructed 
gross income as 15% of total bets re- 
ceived. This the court holds was arbi- 
trary. The monthly settlement between 
the partners was based on these sum- 
maries. This indicates to the court that 
they were correct. It points out that 
there is no statutory authority for penal- 
izing taxpayers who destroy their rec- 
ords. [See comment page 373. Ed.] 
Rainwater, 23 TC 450, acq. IRB 1955- 


36. 


Records of a “Numbers” operator suf- 
ficient to defeat arbitrary assessment. 
The Commissioner reconstructed the 
net income of taxpayer, an operator of 
a “numbers” business, at an amount 
equal to 25% of gross receipts. The Tax 
Court holds this to be wholly arbitrary; 
taxpayer kept a daily summary record 
of the gross receipts from the pick-up 
men and the total payments on winning 
numbers. Since there was no deficien- 
cies, the fraud penalty was not sus- 
tained. [See comment page 373. Ed.] 
Clark, TCM 1955-252. 


Didn't prove wife’s fraud; but she is 
liable as signer of joint return. [ Acqui- 
escence.] The Tax Court held that the 
Commissioner did not prove that tax- 
payer's wife knew anything of the fraud 
of her husband. However, as a signer 
of a joint return she is jointly and sev- 
erally liable for deficiency and fraud 
penalty. Lias, 24 TC No. 33; Acq. IRB 
1955-41. 


Evidence sustains doctor's conviction 
on evasion. [Cert. denied.] Taxpayer, 
a surgeon, sent records of some but not 
all income to a bookkeeping service 
which prepared his return. After inves- 
tigation began and inquiry was being 
made of his patients, he destroyed some 
records. The trial judge commented 
after the verdict that the evidence of 
guilt was overwhelming. Sixth Circuit 
sustains the verdict. Gariepy v. U.S., 
CA-6, 3/9/55, Certiorari denied, 10/- 


12/55. 


Fraud conviction reaffirmed on recon- 
sideration. [Cert. denied.] On remand 
by Supreme Court of net worth con- 
viction for reconsideration in light of its 


four net worth decisions, Circuit Court 
reaffirms. McFee, CA-9, 4/29/55, Certi- 
orari denied, 10/12/55. 


All income taxed to husband despite 
title by the entireties. Fraud sustained. 
[Cert. denied.] Taxpayer contended that 
the Tax Court erred and that he should 
have been taxed on only one half of the 
income from property owned by him 
and wife as tenants by entireties. The 
Court held that, although under Mary- 
land law each spouse is entitled to one 
half of the income from such property, 
a clear agreement to the contrary be- 
tween the spouses was present here, fol- 
lowed by a long continued practice of 
treating all income as the husband’s. 
Further, the court sustained the Tax 
Court in its determination of the fair 
market value of property upon acquisi- 
tion, which determination produced a 
gain rather than a loss on its later sale. 
There was ample evidence to support 
the Tax Court’s finding of fraud, since 
the record showed a consistent under- 
statement of income, the use of ficti- 
tious names and prior inconsistent state- 
ments by the taxpayer. Lipsitz, CA-4, 
4/12/55, Certiorari denied, 10/12/55. 


Conviction of son who did not know of 
father’s evasion reversed. [Cert. de- 
nied.] Taxpayers, father and son, were 
equal partners in structural steel erec- 
tion business. The firm used 5 business 
bank accounts. Substantial receipts from 
equipment rental and sale were de- 
posited in two of the father’s own per- 
sonal accounts. The accountant was not 
informed of these accounts. There was 
no evidence that the son had anything 
to do with his father’s individual bank 
accounts. Conviction of tax evasion af- 
firmed as to father and reversed as to 
son. Lindstrom, CA-3, 6/3/55, Certi- 


/mm 


orari denied, 10/12/55. 


That others signed taxpayer's returns is 
no bar to prosecution. [Cert. denied.] 
Taxpayer owned profitable truck-load- 
ing business on the N.Y. waterfront. 
He operated behind a paper wall of 
false and fictitious records to disguise 
his own financial interests. Taxpayer's 
returns for the 4 taxable years 1947- 
1950 were prepared by his accountant 
on the basis of false information sup- 
plied to him by taxpayer’s agents and 
were signed for him by others. The in- 
dictment for conspiracy to violate the 
income tax laws was within the 6 years 
statute applicable to certain crimes 
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under the Internal Revenue Laws, but 
another indictment for conspiracy was 
barred by the 3 years period applicable 
to crimes enumerated by the criminal 
code. Since taxpayer caused his returns 
to be prepared and mailed in the South- 
ern District of N.Y., although they were 
filed in the Northern District of N.Y., 
venue in the Southern District was 
proper. That taxpayer did not personally 
sign his returns does not bar prosecu- 
tion, since he admitted having given 
others permission to sign them for him. 
Albanese, CA-2, 6/2/55, Certiorari de- 
nied, 10/12/55. 


Tax fraud and negligence + 


Conviction for tax evasion upheld. 
[Cert. denied.] Taxpayer’s conviction 
for tax evasion was based upon the 
premise that he caused his corporation 
to pay his personal and family expenses 
and to claim them as tax deductions. 
These personal expenses were not re- 
ported by him as income in his own re- 
turn. The court considered the assign- 
ments of error with reference to instruc- 
tions and comments to the jury, the 
questioning of a juror in chambers, and 
the lower court’s rulings on the admis- 
sion and exclusion of evidence. The con- 
viction was upheld. Lash, CA-1, 4/7/ 
55, Certiorari denied, 10/12/55. 


Net worth method justified where ven- 
tures unaccounted for on taxpayer's 
books. [Acquiescence.] Taxpayer par- 
ticipated in numerous ventures during 
1944 through 1946. The Tax Court held 
the Commissioner was justified in using 
the net worth method since some of 
taxpayer’s ventures were unaccounted 
for on the books and taxpayer failed to 
sustain the burden of proving Commis- 
sioner’s figures wrong except for a bad 
debt for one year. Also the Commis- 
sioner should have used a higher open- 
ing cash balance in the net worth com- 
putation. Estate of W. D. Bartlett, 22 
TC No. 1228, acq. IRB 1955-40. 


Fraud penalties on doctor upheld; “press 
of business” no excuse. Taxpayer physi- 
cian admitted material understatement 
of his income and inaccuracies of his 
books for the taxable years, and pleaded 
“press of business,” or at the worst, 
negligence, but denied fraud. He testi- 
fied that his returns were prepared from 
his receipt book which he considered 
accurate because he had instructed his 
secretaries to give a receipt to each pay- 
ing patient. The secretaries denied hav- 
ing received these instructions. The 
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Court found fraud; taxpayer’s testimony 


otherwise was uncertain, evasive and 


incredible. His excuse that he “just 
didn’t take the time to read over the 
returns” when they were prepared for 
him was unacceptable to the Court. 


Bukowski, DC Tex., 8/31/55. 


Income of barkeeper reconstructed by 
The 


method was properly used to construct 


net worth method. net worth 


the net income of a bar and grill opera- 
not offered and he 
submitted no evidence of their contents, 


tor. His books were 


correctness. Negligence 


penalties were upheld; the 5 year statute 


adequacy, or 


of limitations was held applicable only 
if a recomputation of the income after 
adjustments orcered by the court dis- 
closed omissions of more than 25% of 
reported gross income. Grabias, TCM 
1955-255. 


Percentage mark-up method approved 
for “black marketeer” in liquor. Tax- 
payer owned numerous liquor establish- 
ments and had engaged in extensive 
“black market” liquor traffic. Because 
of his failure to produce books and rec- 
ords and to cooperate with the revenue 
the the 
properly reconstructed 
net income by applying maximum OPA 
markup percentages to gross purchases, 


agent during investigations, 


Commissioner 


In view of the large omissions from in- 
come, fraud penalties were sustained. 
Hines, TCM 1955-256. 


Commingled net worth of spouses al- 
loz:ated to each for deficiency on sepa- 
rate return. [Acquiescence.] Husband 
and wife were physicians in Philadel- 
phia. They kept no records; the Com- 
missioner computed the increase in their 
joint net worth. For some of the years 
involved they had filed joint returns; 
for others separate. The court allocated 
to each spouse the net worth increase 
from its estimate of the time each de- 
voted to practice. Fraud penalties sus- 
tained. Mikelberg 23 TC 342, acq. IRB 
1955-40. 


Can't enjoin Government’s assessment 
to recoup refund made through mathe- 
matical error. Through a mathematical 
error the Government made an exces- 
sive refund to taxpayer. Upon discovery 
of its error it mailed taxpayer a 30-day 
letter and after denial of its protest 
assessed the excessive portion of the 
refund. Taxpayer brought this proceed- 
ing to enjoin collection of the assess- 
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ments and although it did not deny the 
error, contended that the Government 
failed to follow proper procedure in 
making the assessment. The court dis- 
missed taxpayer’s complaint and held 
with the Government that the normal 
90-day letter proceeding was unneces- 
sary since there was no deficiency here. 
The assessment was based on the tax 
liability set forth in taxpayer’s own 
return. Denton, DC N.J. 


Promoter of policemen’s activities fraud- 
ulently omitted income. The taxable in- 
come of a drug salesman who had been 
engaged in promotional activity con- 
nected with policemen’s balls was hel 
properly computed on the basis of his 
expenditures and estimated personal ex- 
penses where no books or records were 
kept. His failure to file any tax re- 
turns justified imposition of the fraud 
penalty since he was a person of normal 
intelligence. The Commissioner asserted 
transferee liability against his wife and 
daughter. However he failed to prove 
that any transfers of assets by taxpayer 
to them resulted in his insolvency, or 
were made at a time when he was in- 
solvent. Transferee liability therefore 
was not sustained. Mundy, TCM 1955- 
270. 


Conviction of doctor reversed on ap- 
peal. Taxpayer, a doctor, was convicted 
of tax evasion in 1947. His income was 
received principally from his medical 
practice and also from realty invest- 
ments. The conviction was reversed on 
appeal. The appellate court believed it 
prejudicial to the taxpayer that although 
certain amounts admittedly were not 
fraudulently unreported, the Govern- 
ment did not adjust taxpayer's net worth 
submitted in 
evidence by the Government were con- 


accordingly. Schedules 
fusing and misleading to the jury, and 
so were judge’s instructions. Altruda, 
CA-2, 8/2/55. 


Fraud conviction on receipts, disburse- 
ments, and net worth upheld. [Cert. 
denied.] Taxpayer was indicted for tax 
evasion in ’44, ’46, and ’47. He was ac- 
quitted for 46 and ’47. As to 1944, his 
return disclosed income from dividends, 
interest, rents, and business of an ath- 
letic club. Government introduced evi- 
cence of operation of gambling business 
on vast scale and proved large bond 
purchases during the year. Assets ascer- 
tained from ledgers and bond records, 
taxpayer's 


investment counsellor and 


debtors, contents of safe deposit box, 
real estate records and auto dealer rec- 
ords. Liabilities obtained from recorc 
of mortgages. Conviction upheld. Beard, 
CA-4, 4/15/55, Certiorari denied, 10 
12/55. 


Net worth conviction of admitted gam- 
bler affirmed. [Cert. denied.] Taxpayer, 
an admitted perjurer, gambler, boot- 
legger, embezzler, and pimp, kept no 
books and records in taxablé years 1946 
through 1949. After taxpayer waived 
attorney-client privilege, his prior tax 
attorney testified that had 
given him 4 conflicting versions of his 
increase in net worth for the taxable 
In affirming conviction, court 
found that a likely source of additional 
income was gambling, since taxpayer 


taxpayer 


years. 


was an admitted gambler. Taxpayer's 
right to a speedy trial was not violated 
by the lapse of one year and 2 months 
from the beginning of his trial until 
final judgment pronounced by court 
(jury trial waived). Speedy justice does 
not mean hasty justice. Campodonico, 
CA-9, 4/27/55, Certorari denied, 10/ 


12/8. 


Net worth judgment reviewed and af- 
firmed in light of Supreme Court cases. 
[Cert. denied.] Taxpayer’s conviction 
for fraud was vacated by the Supreme 
Court and remanded for reconsideration 
in the light of its four recent net worth 
decisions. At trial, defendant had made 
no motion for acquittal and he had af- 
firmatively approved Court’s  instruc- 
tions. This court therefore declined to 
consider the issues of sufficiency of evi- 
but 
that aside from evidence on net worth 


dence and _ instructions, observed 
there was direct evidence of specific 
omitted income. Mitchell, CA-8, 5/3 
55, Certiorari denied, 10/12/55. 

computes abortionist’s 
income by morphine pills purchased; 
Tax Court reduces it. Taxpayer, a doc- 
tor, filed tax returns reporting moderate 
income. He was indicted in 1949 for 
abortion and pleaded guilty. The Com- 
missioner estimated the number of pa- 


Commissioner 


tients by the number of morphine pills 
he purchased and multiplied this total 
by average fee. Taxpayer filed a net 
worth statement to support his reported 
income, $25,000. The Court found the 
Commissioner's computation $100,000 
and $200,000 too high. It reduced it to 
$115,000 and $55,000. Mac Crowe 
Estate, TCM 1955-238. 
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NEW DEVELOPMENTS IN 


“State & local taxation 


EDITED BY JOSEPH S. MARTEL 





Effect of the Rule of Uniformity on 


property assessment procedures 


T= LAws of the various states differ 
widely in application of the ad 
valorem tax, Charles R. Bartlett pointed 
out recently, but nearly all of the state 
laws provide for these three common 
characteristics: uniformity, equaliza- 
Mr. Bartlett, 
who is Chief Deputy Assessor, City of 
Dallas, Texas, made the following in- 
teresting observations in the course of 
address the National 
Association of Assessing Officers: 

three 
tremendous 


tion, and market value. 


a recent before 


These characteristics have a 
influence on appraisals 
when applied to the property tax. For 
example, the Constitution of many states 
specifically require that taxation shall 
be equal and uniform and that prop- 
erty shall be taxed in proportion to its 
shall be ascertained as 
may be provided by law. This is com- 
the Rule of Uni- 
formity. It prohibits the Assessor from 
indiscriminately placing different as- 
sessed values on comparable or similar 


value, which 


monly known as 


properties, even though an analysis of 
income or sales data might indicate a 
difference in economic or market value 
of the properties concerned. 

I might go a little further and say 
that this rule prevents the assessor from 
using different approaches to value for 
different pieces of property. In other 
words, if the cost approach is used gen- 
throughout the taxing district 
when estimating the value of buildings, 
then we cannot deviate and use the in- 


erally 


come approach exclusively in appraising 
building. 
would certainly be claimed by the tax- 
payer and an adjustment would be in 
order by the Board of Equalization. 
For example, suppose we have two 
dwellings located on the same street 
adjacent to each other. One is used 
exclusively as the personal dwelling of 
the owner, while the other is rented. 


one isolated Discrimination 


The assessor uses replacement cost less 
depreciation as a standard method for 
residential appraisal. Even though the 
income approach when applied to the 
rented dwelling reflects a higher value 
and the assessor considers it closer to 
the true or market value of the proper- 
ties than the replacement cost, he can- 
not, without violating the rule of uni- 
formity, use a tax value resulting from 
this method of appraisal. On the other 
hand, he may frequently use the income 
approach as a check on his replacement 
cost estimates when it is desired to 
verify the tax appraisals of these resi- 
dences in relation to current market. 
And in this respect if the economic 
value is less than the replacement cost 
less depreciation, he must re-examine 
the per cent of depreciation applied in 
all its aspects; that is, deterioration and 
obsolescence, including the physical, 
functional, and economic factors in- 
volved, in an effort to adjust the re- 
placement cost estimate to a value that 
more closely represents current market. 

By this same rule, the Rule of Uni- 
formity, an assessment for tax purposes 
must be equalized with all other prop- 
erty in direct proportion to the prevail- 
ing ratio. Consequently tax appraisals 
must be uniform in procedure and 
equalized in application. In addition to 
the Rule of Uniformity and equaliza- 
tion, tax appraisals are limited accord- 
ing to market value. The provisions of 
the this instance are so 
specific as to prohibit a full market 
value appraisal by the assessor. Listen 
to this!) “No property of any kind in 
this State shall ever be assessed for ad 
valorem taxes at a greater value than 
its fair cash market value, nor shall any 
board of equalization or any govern- 
mental or political subdivision fix the 
value of any property for tax purposes 
at more than its fair cash market value.” 


statutes in 
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This is a direct quote from the Con- 
stitution of the State of Texas. To the 
assessor, this means exactly what it says 
—he cannot assess property in excess of 
its market value. As a result, he ap- 
praises and assesses at a value which is 
lower than current, maintaining a suffi- 
cient margin between the tax value and 
current market value that will preclude 
a claim of an illegal assessment by rea- 
son of a general drop in the market, or* 
a lower value of an individual assess- 
ment which might be indicated by a 
specific sale or purchase. In view of 
this, tax appraisals must be lower and 
in direct proportion to market value. It 
is therefore evident that if appraisals 
are the basis of assessments, and as- 
sessments are governed and even limited 
by the provisions for uniformity, equal- 
ization, and market value, then also are 
appraisals for tax purposes so governed 
and so limited. The influence thereby 
created cannot be denied. 
Notwithstanding these governmental 
influences, the appraisal of property for 
tax purposes must be accomplished in 
accordance with accepted standards and 
practices prevailing throughout the ap- 
praising profession. In practice, asses- 
sors differ greatly in the application of 
the margin of safety required to insure 
an indisputable tax roll; but it is gen- 
erally agreed that some predetermined 
base year, where construction costs 
were lower than present market, should 
be selected as the yardstick for tax 
appraisals. Whatever year is used will 
prove satisfactory so long as the unit 
costs obtained are realistic in relation 
to today’s market, and applied alike to 
all assessments, both real and personal. 


U.S. Supreme Court action 
in six state tax cases 


Tue U.S. Supreme Court will review 
two cases involving state taxes, and has 
declined to review four others. Cer- 
tiorari was granted in Werner Machine 
Co. v. New Jersey; the issue: can the 
state, with its franchise tax, levy on 
otherwise tax-exempt securities owned 
by the taxpayer? and in International 
Harvester Credit Corp. v. Goodrich, a 
New York case; the issue: are highway 
use taxes accrued before repossession 
of vehicles a lien against those vehicles. 

Certiorari was denied in Budberg v. 
County of Sangamon, an Illinois case; 
the issue: can real estate assessments 
be raised on lake-front property and 
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not on adjoining property? 

Also in Warren County, Miss. v. 
Madison Parish, La.; the issue: can a 
state tax commission increase taxes on 
a toll bridge connecting with and owned 
by a neighboring state, without increas- 
ing also taxes on adjoining property? 
Court below held that it could. 

Also: in Frach v. Washington; the 
issue: can a state tax offshore fishing 
boats operating outside the state’s terri- 
torial waters? Yes, said the state court. 
Also in Wieman & Ward Co. v. 
Pittsburgh; the issue: can city collect 
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mercantile taxes on coal dealer operat- 
ing in interstate commerce? Pennsyl- 
vania Supreme Court said it could. 
Other state tax cases still on the 
docket on which a petition for certiorari 
has been filed are: Offutt Housing Co. 
v. County of Sarpy in which the 
Nebraska Supreme Court upheld the 
local taxation of a lessee’s interest in a 
housing project located on real property 
owned by the federal government; and 
City of Detroit in which a United States 
District Court held tax exempt the per- 
sonal property of a federal contractor. 


New concept of sales-tax liability seen 


in Illinois ignoring delivery site 


W: HAVE COME TO BELIEVE, as a re- 
sult of long experience with col- 
lection of sales and use taxes, that on 
the jurisdictional level the most impor- 
tant factor is the place of delivery, since 
that is the point where it is assumed 
the merchandise is used or consumed, 
because use or consumption is the event 
which begins the chain of circumstances 
determining the taxability of the sale. 
However, the Illinois Department of 
Revenue takes a contrary view. 

The Department is charged with the 
responsibility of administering the new 
Municipal Retailers’ Occupation Tax 
of 1/. of 1%, measured by retail sales 
as authorized by the Enabling Act (SB 
694) passed by the Illinois Legislature. 
To date more than 525 cities have taken 
advantage of this authority to enact a 
Municipal Retailers’ Occupation Tax 
effective August 1 and later. 

The Department states in its Munici- 
pal Retailers’ Occupation Tax Rule No. 
4 that: “the point at which the tangible 
Personal Property will be used or con- 
sumed and the place at which the pur- 
chaser resides are . immaterial in 
determining whether or not the seller 
incurs Municipal Retailers’ Occupation 
Tax liability.” We quote further from 
this rule: “Without attempting to an- 
ticipate every kind of fact situation that 
may arise in this connection, it is the 
Department’s opinion, in general, that 
the seller’s acceptance of the purchase 
order or other contracting action in the 
making of the sales contract is the most 
important single factor in the occupation 
of selling. If the purchase order is ac- 
cepted by the seller within the munici- 
pality, or if a purchase order which is 


an acceptance of the seller's complete 
and unconditional offer to sell is re- 
ceived by the seller within the munici- 
pality, the seller incurs municipal re- 
tailers’ occupation tax liability in that 
municipality if the sale is at retail and 
the purchaser receives the physical 
possession of the property in Illinois. 
The Department will assume that the 
seller has accepted the purchase order 
at the place of business at which the 
seller receives such purchase order from 
the purchaser in the absence of clear 
proof to the contrary. Delivery of the 
property within the municipality to the 
purchaser is not necessary for the seller 
to incur municipal retailers’ occupation 
tax liability. It is sufficient that the pur- 
chaser receives the physical possession 
of the property somewhere in Illinois as 
far as the question of delivery is con- 
cerned. This is true because there is no 
exemption for inter-city commerce com- 
parable to the exemption arising from 
interstate commerce, and it is not neces- 
sary for delivery to be completed within 
the municipality for the seller to be re- 
garded «* being engaged in the business 
of sellis «hin such municipality with 
respect to that sale. 

“The point at which the tangible per- 
sonal property will be used or consumed 
and the place at which the purchaser 
resides are also immaterial in determin- 
ing whether or not the seller incurs 
municipal retailers’ occupation tax lia- 
bility. Furthermore, the place at which 
the technical sale occurs (i.e., the place 
at which title passes) is not a decisive 
consideration since the phrase ‘in the 
municipality’ in the Municipal Retailers’ 
Occupation Tax Act refers only to the 


location of the occupation of selling that 
is being taxed and not to the place 
where sales may be made (see Standard 
Oil Company v. Department of Finance 
et al., 383 Ill. 136, for a similar prob- 
lem under the Illinois Retailers’ Occu- 
pation Tax Act.)” (Emphasis supplied. ) 

While it is true that this rule con- 
cerns itself with a Retailers’ Occupation 
Tax rather than a direct sales tax, we 
do not believe that it was the legisla- 
ture’s intent to disregard the place at 
which the tangible personal property is 
to be used or consumed. Although no 
“interstate commerce” question is in- 
volved, we believe that there will prob- 
ably be some litigation testing this in- 
terpretation. 


Michigan holds out-state 
delivery liable for sales tax 


THe Micuican State Board of Tax Ap- 
peals, on June 9, 1955, came up with a 
rather unusual decision in the case of 
Saylors Music and Appliance Store. 
Taxpayers operated a music and appli- 
ance store in Sturgis, Mich. Since the 
store was located approximately three 
miles from the Indiana state line, the 
taxpayers transacted considerable busi- 
ness with citizens of Indiana residing 
near the state line and delivered, either 
by common carrier or their own delivery 
truck, the heavy and bulky items such 
as washers, ironers, radios, television 
sets, etc. In some instances, the terms 
of the sale required the taxpayer to in- 
stall the merchandise on the customers’ 
premises. One of the three principal 
issues involved was: Does the execu- 
tion of an instrument acknowledging on 
its face the receipt (delivery) of mer- 
chandise qualify the sale as one made 
in Michigan and thereby subject to the 
Michigan sales tax even though actual 
delivery of the merchandise is made to 
a point outside the state of Michigan? 
(Emphasis supplied.) The Board 
decided: 

“The fact that the purchasers ex- 
ecuted instruments in Michigan, each of 
which contained an acknowledgment of 
receipt (delivery) of the goods, though 
actual delivery may have been made 
thereafter out of the state, in our opin- 
ion makes such sales subject to the 
Michigan sales tax.” 

Assuming that we have a correct un- 
derstanding of the facts, it is inconceiv- 
able that this decision will stand with- 
out a further appeal, especially on the 
federal question of interstate commerce. 
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NEW DEVELOPMENTS IN 


_ Payroll taxes 


EDITED BY PETER G. DIRR 





Sick pay regulations withdrawn; new rules 
on withholding; reporting complicated 


PJ HE TREASURY DEPARTMENT has with- 

drawn the proposed regulations 
issued last March relative to withhold- 
ing and reporting requirements applic- 
able to sickness payments and in their 
stead have issued a new set of proposed 
regulations. 

Insofar as these regulations apply to 
withholding they are a tremendous im- 
provement over the previous proposals 
and the Treasury Department is to be 
congratulated on their approach to the 
problem. Simply stated, the new regu- 
lations permit an employer to withhold 
or not withhold as the individual em- 
ployer sees fit and without considering 
any sickness benefits paid to his em- 
ployees by outside parties, such as in- 


surance companies, union welfare 
funds, etc. 
Problems in withholding 

Tremendous problems are raised, 


however, in connection with the with- 
holding statement requirements under 
the proposed new regulations. First of 
all, whether or not an employer with- 
holds tax on sick payments, he would 
be required to include in Total Wages 
on the withholding statements benefit 
payments made to his employees by in- 
surance companies, union welfare 
funds, etc. to the extent that such bene- 
fits are attributable to the employer's 
contributions. This requirement opens 
up a whole new area of employer com- 
pliance costs. Furthermore, the regula- 
tions provide that for those employers 
who elect not to withhold they must 
show on the withholding statements the 
amount of direct payments made by 
them representing sickness payments 
on which no withholding taxes were 
deducted. This provision will be most 
confusing since such figure can be of 
very little use to the Treasury or to the 
employee. This confusion is best illus- 


trated by showing an example where an 
employee has been sick for two weeks 
during which time he was hospitalized. 
His pay is $60 per week. There is a 
union welfare plan in effect, entirely 
financed by the employer, from which 
the employee received $30 for each of 
the two weeks that he was sick. As- 
sume that in this particular case the 
employer decided to pay the employee 
directly the difference between his regu- 
lar pay and the union welfare benefit, 
i.e., $30 per week, and the employer 
decided not to withhold on such pay- 
ments. He would include in Total 
Wages on the withholding statement 
the $60 paid directly by him for the two 
weeks of illness plus the $60 paid 
through the union welfare fund. As a 
separate item on the withholding state- 
ment, he would show the sickness pay- 
ments made directly by him and not 
subjected to withholding taxes, namely 
$60. It is submitted that in most cases 
the unsuspecting employee would pick 
up this figure of $60 and show it as 
excludable sick pay on his individual 
income tax return when in fact he is 
permitted a deduction of $120. 

If employers are required to pick up 
in Total Wages payments other than 
those made directly, then they should 
also have to account for such indirect 
payments in the item designated as sick 
pay on the withholding statement. No 
regulation should require the distribu- 
tion of information which is either con- 
fusing or misleading. 


Possible solutions 


Many solutions are being recom- 
mended and it is expected that the 
Treasury Department will hold hearings 
on these proposals at an early date. 
Some recommend that unless benefit 
payments attributable to the employer’s 
contributions (not paid directly by the 
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employer) exceed $100 per week or are 
for the first week of sickness without 
hospitalization, they should not be re- 
flected at all on the withholding state- 
ments. Then, it is further reeommended 
that any payments which do not fall 
within these exclusions could be re- 
flected either as a separate item on the 
withholding statements or by filing 
separate Forms 1099. 

Nowhere in the regulations is there 
any compulsion placed upon the em- 
ployer to notify the employee of the 
amount of excludable sick pay to which 
he is entitled on his individual return. 
Apparently employers are divided in 
their approach to this problem. Many 
say that the sick pay deduction is the 
employee’s personal problem. We con- 
tend that this is the wrong approach. 
When you consider that no payment 
qualifies for the sick pay exclusion un- 
less the employer has a plan in effect, 
it follows necessarily that the employer 
must decide on the merits of his “plan.” 
Having decided that he has a plan, 
then, he must decide what information 
or statements must be submitted by his 
employees in order that they might re- 
ceive, under his plan, payments during 
illness. Considering these two condi- 
tions together, it follows that it is the 
employer who actually determines the 
amount of sick pay awarded to his em- 
ployees. We contend that such informa- 
tion should be given to the employee 
annually just as is the other payroll and 
tax information. It is recommended, 
however, that such sick pay information 
need not be reflected on the withhold- 
ing statement but can be furnished the 
employee in any form satisfactory to 
the employer. wv 


Payroll taxes + 


Benefit programs 


advance on all fronts 


DEVELOPMENT of unemployment bene- 
fit programs is reflected by the follow- 
ing notes (from Nation’s Business, 
October) : 

* On January 1, 1956, some 365,000 
businesses employing fewer than eight 
workers will begin to pay unemploy- 
ment taxes estimated at $150 million 
a year on the wages of 1,700,000 
employees. 

* Four states (Delaware, Oregon, Rhode 
Island, and Nevada, plus the Territory 
of Alaska) now base their unemploy- 
ment taxes on $3,600 in taxable wages 
rather than $3,000. 
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* More states acted this year to improve 
the benefit structure than in any previ- 
ous year in the history of the Unemploy- 
ment Insurance Program. 

* It is estimated that 70% of workers 
covered by unemployment insurance 
now work in states paying a basic maxi- 
mum benefit of $30 a week or more. 

* It is estimated that 73% of covered 
workers are employed in states which 
pay benefits for a maximum period of 
26 weeks or more. 

* An estimated 60,000 employees, tem- 
porarily idled by the floods in the north- 
east states during August, are expected 
to draw about $1,000,000 a week in un- 
employment insurance. Pennsylvania 
suspended the waiting period for such 
employees. 

* Alaska was the first taxing jurisdiction 
to borrow funds under the new Federal 
Unemployment Act set up under the 
provisions of the Reed bill to assist 
states with low reserves. Alaska _bor- 
rowed $3,000,000 without interest dur- 
ing July. 

* At the present time, approximately 
30 states are studying the advisability 
of enacting temporary disability insur- 
ance as presently in effect in California, 


New Jersey, New York and Rhode 
Island. * 





Corporate employer may be a “prede- 
cessor’ though it didn’t dissolve. Wages 
paid by a predecessor employer to an 
employee may be considered as having 
been paid to such employee by a suc- 
cessor employer for purposes of the 
$4,200 wage limitation even though the 
predecessor employer does not dissolve, 
but remains as a dormant corporation. 
Rev. Rul. 55-585. 

Non-farm reforestation services are not 
agricultural labor. Reforestation serv- 
ices performed for a public utility gen- 
erally to improve the economic welfare 
of the area are not considered “agricul- 
tural labor” for federal payroll taxes; 
if such services are performed on a farm, 
they would constitute such “agricultural 
labor.” Rev. Rul. 55-607. 


Cleaner in RR buildings is not a “car- 
rier.” A wholly-owned subsidiary of a 
railroad was engaged to render cleaning 
services in the company’s buildings and 
the concourse leading to the train plat- 
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form. The service holds that the sub- 
sidiary was not performing services in 
connection with the transportation of 
passengers or property by the railroad 
and did not qualify as a carrier employer 
subject to the Railroad Retirement Tax 
Act. It was of course subject to social 
security and federal 

taxes. Rev. Rul. 55-586. 


unemployment 


Employer pays 2% tax on first $4,200 of 
wages irrespective of employee's out- 
side earnings. An employer has no right 
to a refund of any portion of the em- 
ployer’s social security tax he paid on 
the first $4,200 of wages of an employee. 
There is no exception for an employee 
who has received, is receiving, or will 
receive wages from another employer 
(other than a predecessor employer). 
Rev. Rul. 55-584. 


Truckers delivering merchandise under 
contract are independent contractors. 
and drivers of rented 
trucks who contract to deliver merchan- 


Owner-drivers 


dise for a company at specified rates, 
and pay all of their own operating ex- 
penses, are not employees of the com- 
pany. They are independent contrac- 
tors, and employers for purposes of pay- 
roll taxes of any assistants they engage 
to perform services under their direc- 
tion and control. Rev. Rul. 55-593. 


CLASSIFIED 
_ ADVERTISING 


Classified advertisin 
for publication for help wanted, situa- 
tions wanted, business opportunities, 
practices for purchase or sale, purchase 
and sale of merchandise, and similar 
items. Rate per insertion: 40¢ per line, 
minimum, $3. Address copy for adver- 
tisement, together with check, to The 
Journal of Taxation, 33 West 42nd 
| Street, New York 36. Replies should 
| also be sent to this address. 





will be accepted 





POSITION WANTED 
Attorney, more than 20 years experience 
in all branches and phases of federal and 
state taxation, Towel with state and city 
of N. Y., presently with well-known Wall 
St. firm. Accounting experience and educa- 
tion. Salary or equitable arrangement. Will 
relocate. Box 121 
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For the first time, you can now keep up-to-date 
on new tax-saving opportunities as they occur 
at the remarkable low cost of only 60¢ a month. 

The new Monthly Tax Service offers you the kind 
of money-making information that was formerly 
available only through services costing hundreds of 
dollars. For example, the current issue tells you: 
How to save tax money on gifts to grandchildren... 
How to handle payment of self-employment Social 
Security tax...How to get extra 10% deductions 
for certain contributions—plus many other hints 
to help you plan tax savings for others. 

Just asingle item in the Monthly Tax Service may 
save you hundreds of dollars. Yet all this valuable 
information costs you only 60¢ a month. And you 
need spend only 15 minutes’ reading time, each 
month, to be sure you are alerted to new profit 
possibilities. 


HOW THIS AMAZING OFFER CAN BE MADE 


The world-famous J. K. Lasser Institute’s large 
staff of tax experts is constantly sifting and analyzing 
thousands of pages of tax data. So they are in an 
unusual position to glean the essential facts for you, 
and present them in the terse, simple language that 
has helped over 12 million users of J. K. Lasser’s 
YOUR INCOME TAX. 

With the Monthly Tax Service, you also receive 
the new 1956 edition of YOUR INCOME TAX, 
famous annual guide. More than 3,000 approved 
tax savings ideas are listed in the 1956 YOUR 
INCOME TAX. And every page of this valuable 
manual is kept up-to-the-minute by the Monthly 
Tax Service, which refers every item to the proper 
page number of YOUR INCOME TAX to show 
you changes as they occur. Complete cost for the 
new Monthly Tax Service is only $7.95, including 


your copy of YOUR INCOME TAX. If you 
already have the 1956 YOUR INCOME TAX, you 
can now order the Service for only $6.00 a year 
(10 issues). Actually, the Service costs you only 
60¢ a month. 


SPECIAL ANSWERS TO PROBLEMS 


Every issue of the Monthly Tax Service includes 
the Question Box, which answers important questions 
raised by readers like yourself. In this way, you 
will be kept informed on practical solutions to cur- 
rent problems, as discussed by J. K. Lasser Institute’s 
corps of tax specialists. 





FREE: two BONUS DIVIDENDS 


If you order without delay (coupon below), we can send 
you at no extra charge: 


1. J. K. Lasser’s 50 BEST TAX SAVINGS IDEAS, 
tested money-saving ideas your client will welcome 
for his business. ..job...home...and investments. 


FILLED-IN TAX RETURNS, a 16-page booklet 
with line-by-line entries to make sure you don’t over- 
look any chance for savings (mailed to you as soon 
as new tax forms are released by the Government). 














The Monthly Tax Service and YOUR INCOME 
TAX give you double assurance that no legitimate 
deductions will escape your attention. Together 
with the two bonus dividends, they provide you with 
a complete set of tax aids at astonishingly low cost. 

Mail coupon today, so that you can begin taking 
advantage of the latest tax changes which may have 
immediate importance in your work. 


MAIL COUPON TODAY 


Simon and Schuster, Publishers, Dept. T-41 
630 Fifth Avenue, New York 20, N. Y. 


Please enter by subscription for the Monthly Tax Service for 1 year (10 issues), starting 
immediately, and send me my copy of the 1956 YOUR INCOME TAX, both for $7.95 


total. 


I am also to receive free copies of Lasser’s 50 BEST TAX SAVINGS IDEAS, 


and FILLED-IN TAX RETURNS (as soon as forms are released). 


(_] Payment Enclosed 
Name. 
Firm 
Address 


City. 


(_] Check here if you already have your copy of YOUR INCOME TAX and wiczh only 
You still receive free bonus dividends. 


Monthly Tax Service. Cost is only $6.00. 


C Bill Me 


f 


SIMON and SCHUSTER, Inc. 
Publishers 
630 5th Ave., N. ¥Y. 20, N. Y. 




















